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REFLECTIONS ON INDEX LOANS 


BY GUY ARVIDSSON 


Though it is not inexplicable that index-tied 
loans — hereinafter termed index loans — have 
been advocated primarily as a means of protecting 
savers against losses resulting from inflation and/ 
or as a means of stimulating private saving, it is 
nevertheless remarkable that the discussions about, 
as well as the propaganda in favour of, index 
loans have centred to a very great extent on savers 
and saving. Thus index loans possess no consti- 
tutive quality, which — even in a period of infla- 
tion — places the savers/lenders in a better posi- 
tion than ordinary loans (in the following called 
money loans). Whether index loans will prove to 
be more advantageous to the lenders than money 
loans in a particular phase of development of the 
value of money depends entirely on the relationship 
between the rate of interest on index loans and 
that on money loans. 

A constitutive quality of index loans is that they 
eliminate or reduce certain types of risk for both 
the lenders and the borrowers. One would there- 
fore think it reasonable that the evaluation of in- 
dex loans should also be more closely linked to 
this characteristic (in the literal sense) effect oi 
index loans than to other more uncertain and/or 
temporary effects. 

Many savers, perhaps even the majority, must 
naturally dislike the risk with respect to the future 
real value of savings which experience has shown 
to be connected with money loans. They would 
accordingly be prepared to pay something in order 
to avoid this risk. Assume, for example, that we 
have a saver who is sufficiently well-disposed to 
believe not only the assurances of the government 
that it does what it can to maintain a stable value 
of money but that in fact it will also succeed in 
doing so. This individual thus believes that sta- 
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bility in the value of money is most probable, 
but he is not absolutely certain thereof. If he 
sufficiently dislikes this uncertainty he would 
choose to invest savings in (say) bonds where the 
interest and principal were regulated by an index 
based on the consumer price level, in preference 
to placing them in money bonds which in other 
respects were similar, even if the index bonds were 
to have a somewhat lower rate of interest than the 
money bonds. If we now take what is perhaps a 
more realistic example, where the saver considered 
inflation to be the most probable development, he 
would correspondingly prefer index bonds to 
money bonds, even if the difference in interest 
rates was as great as, or greater than, the annual 
percentage decline in the value of money which he 
thought likely. If, for instance, he considered that 
the value of money would fall by about 3 per cent 
per annum, and the rate of interest on money 
loans was 5 per cent, he would prefer to place his 
savings in an index loan with a rate of interest of 
2 per cent or less, rather than in a money loan, 
that is, if he sufficiently disliked the risk with 
respect to the future value of money. 

The same applies to the borrowers/enterprises, 
although they cannot be presumed to have the 
same interest as the lenders/savers in having the 
loan agreement fixed in terms of an unchanged 
money value, defined as a constant consumer price 
level. The risks which the borrowers are most 
anxious to avoid must be taken to refer to the 


1 For a more detailed and precise discourse on the 
significance of the risk and its valuation for estimating 
the value of different types of assets see especially 
Tord Palander, Appendix till vdardebestandighet, ett 
problem vid sparande, livférsdkringar och pensioner, 
Uppsala, 1957. I should mention here that I have chosen, 
mainly for stylistic reasons, but somewhat improperly, to 
replace “the mathematical value” by “the most probable 
value”, or (with the same end in view) to speak of 
differences in interest rates which “ correspond” to certain 
expectations about the value of money. 
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relation between their liabilities and their ability 
to fulfil them. The index in the loan agreements 
which, having regard to this, would appear optimal 
must obviously differ for different borrowers. Like- 
wise, it appears realistic to reckon with such an 
expected concurrent variation in the profits of the 
borrowers and the consumer price level that index 
loans tied to the latter would for the vast majority 
of firms borrowers be preferable from the view- 
point of risk, at any rate to money loans. 

It is here tempting to counter this argument 
about the salutary effect of index loans on the risks 
of both borrowers and lenders — especially if it is 
advanced as part of an argument that society ought 
in various ways to promote the creation and de- 
velopment of an index loan market — by asking 
why, if both the borrower and lender benefit from 
index loans, does not an index loan market arise 
of its own volition, without the government taking 
the initiative? Is not the very fact that an index 
loan market has not developed (to any considerable 
extent) proof that borrowers and lenders are not 
actually very anxious to be rid of the risk of 
monetary instability, and that therefore the govern- 
ment has no particular cause to attempt to es- 
tablish an index loan market, for example, by 
floating index loans itself? 

There are certainly a multitude of reasons why 
the index loan market has for all practical purposes 
remained an idea on paper as, for example, in 
Sweden. The following list does not claim to be 
exhaustive. 

To begin with one circumstance, which presum- 
ably does not give much of the desired explana- 
tion but which directly follows up the argument 
interrupted by the question above about the evalua- 
tion of index loans versus money loans by the 
lender and borrowers; it is not sufficient even that 
both lender and borrower are averse to the risks 
which are eliminated by index loans of a certain 
kind for this type of loan to be introduced, even 
if the institutional conditions for it were ideal. 
Assume, for example, that the saver depicted 
above — who calculates that the value of money 
will in future fall by about 3 per cent per annum 
and is prepared to pay something in order to have 
the real value of his saved capital assured, and 
who therefore prefers an index loan bearing in- 


terest at the rate of at least 1 per cent (say) toa 
5 per cent money loan — has over against him a 
borrower who estimates that there will be a 
stronger inflationary pressure, say 6 per cent per 
annum. Assume that the valuation of risk by 
this borrower is such that he prefers an index- 
regulated debt with a maximum interest rate of 
zero per cent to a debt at 5 per cent. In this case 
both the lender and borrower evidently prefer to 
have their respective claim and debt fixed in 
money terms, despite the fact that both are pre-— 
pared to pay something in order to be free of the 
risk of unstable money. This depends thus on the 
fact that the expectations of the borrower are 
(sufficiently) more inflationary than those of the 
lender. Had both of them had the same expecta- 
tions they would have entered into an index- 
regulated loan agreement, because there would 
then have existed a rate of interest on index loans 
which both parties would have found more ad- 
vantageous than the given interest rate of 5 per 
cent on money loans. 

As has already been indicated, it is not very 
likely that the situation just described can explain 
very much about the lack of an index loan market. 
For even if the borrowers were perpetually more 
inflation minded on the average than the lenders, 
the spread of the expectations within both groups 
ought to be sufficiently large, one would imagine, 
for some lenders and some borrowers at least to be 
able simultaneously to find one and the same real 
rate of interest which appeared more advantageous 
to them than the prevailing money rate of interest. 
And even if every borrower was more inflation 
minded than any of the lenders, index regulated 
loan agreements would be arrived at if the lenders 
and/or the borrowers had a sufficiently strong 
aversion to the money value risk.1 

Various kinds of institutional obstacles are proba- 
bly of greater significance. Thus there are certain 
legal obstacles (e.g. where mortgage and insur- 
ance companies are concerned). The attitude of 


1 This then assumes that the index of the index loans 
is the index of the price level which is considered to 
measure the value of money. For the sake of simplicity 
this assumption will continue to be made in what follows. 
The question of the index for index loans which is the 
most appropriate one from different points of view is 
discussed in the final section. 
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the tax laws to index loans seems to be obscure in 
part. The decisive question seems here to be 
whether index compensation paid for the capital 
part of the loan is to be taxed as income or not. 
If this were to be the case, index loans could in- 
volve an unfavourable periodising of the taxed in- 
come in comparison with money loans. 

Another explanatory factor may be the lack of 
competition between the credit institutions. If in- 
dex loans were in the interest both of the borrow- 
ers and lenders and competition were effective, the 
credit institutions would not be able to avoid 
offering their customers index-regulated forms of 
loan. As things now stand, the attitude of the 
banks towards such questions as the “to be or not 
to be” of index loans is often determined by agree- 
ments (e.g., in the form of decisions by the banks’ 
associations), and the decisive interests in that case 
need not necessarily coincide with the true in- 
terests of the customers. Thus it appears that the 
possibility cannot be dismissed that the purely 
technical difficulties which would, for example, 
arise from index-regulated deposits and advances 
may influence the attitude of the banks to an ex- 
tent which would not have been possible under 
effective competition. 

This “natural” restriction on competition by the 
banks has been considerably strengthened in 
Sweden owing to the government control over the 
credit market which has existed in recent years, 
ie., precisely when, as iar as can be judged, the 
public has become more inflation conscious than 
before and perhaps therefore also more anxious to 
be freed from the risk of monetary instability. One 
result of this control of the credit market is that 
it is now possible for the National Bank (Riks- 
bank) to have a greater say than before in de- 
termining whether index loans are to be introduced 
on the Swedish credit market. The Directors of 
the Riksbank, like the National Debt Directors, 
have hitherto adopted a negative attitude to index 
loans both in the various pronouncements they 
have made on the matter and in their behaviour in 
practice. The extent to which this government 
attitude to index loans is rational in the light of 
various possible goals for the government’s eco- 
nomic policy is the main question that will be 
discussed here. 


Index loans in a liberal economy — 


In discussing the question of the appropriate 
government attitude to index loans it is practicable 
to proceed by stages. Let us then begin by dis- 
regarding such special technical regulations and 
other similar reasons which may argue for or 
against index loans, whether these reasons refer to 
credit control of the kind we have had and do 
have in Sweden at present, or to other independent 
or allied regulations, such as, for instance rent 
control. Let us simply assume that, whatever the 
ends of government economic policy may be, the 
government finds it most appropriate, not only to 
refrain from credit rationing but also to work in a 
positive manner for perfecting the credit market, 
and that it succeeds so well in doing this that the 
prevailing interest rates can be considered as mar- 
ket equilibrium rates. 

We are thus assuming a system which is a liberal 
one, at least in certain respects. A point of view 
with regard to index loans which may seem to be 
in close harmony with this assumption by also 
being liberal is the argument: “Leave the field 
clear for index loans — if people want them then 
there will be index loans.” In addition to what has 
just been said about the role of the credit institu- 
tions in this connection, it can, however, be pro- 
tested against this succinctly formuiated point of 
view that it does not give any very concrete in- 
dication of the attitude of the government. Ac- 
cording to this argument it is evident that the 
legislative obstacles to index loans ought to be 
cleared away, but what is the attitude of the 
government to be in other respects? Is it to refrain 
from becoming involved in the matter, or is it to 
participate more actively in what happens by 
floating index loans itself and/or influencing the 
rates for index loans via the national bank? 

The attitude to this question which might seem 
to be the more consistent liberal one is as follows: 


“In its capacity as a borrower, viz., the National 


Debt office, the government, like the private bor- 
rower, ought to try to borrow as cheaply as possi- 
ble; if it finds that it can borrow by way of index 
loans at a rate of interest which is below the 
current rate on money loans by at least as much 
as corresponds to the inflation which the govern- 
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ment estimates as the most likely, then the govern- 
ment ought to borrow via index loans.t As the 
agency of monetary policy, the government, Le., 
the National Bank, ought to refrain from meddling 
in the matter and leave it to the market to deter- 
mine interest rates.” 

Support for this view could no doubt be ob- 
tained not only in the organisational fact that we 
have both a national debt office and a national 
bank, but also from the common view that this 
division is based on a clear distinction between the 
duties of the two bodies. However, that there may 
be good administrative reasons for dividing up the 
tasks of the government among different bodies — 
although it may be protested that this particular 
division in the form of a National Debt Office and 
a National Bank on these grounds appears ques- 
tionable, to say the least — is one thing, but quite 
another matter is the extent to which it is rational 
to allow the actions of different government agen- 
cies to be dictated by different, i., divergent, 
goals. The first requirement of rational behaviour 
on the part of the state ought surely to be the 
absence of this kind of schizophrenia. 

Even if something like the desire for “the 
cheapest possible borrowing by the state” existed 
— although even this is questionable, because the 
costs of government loans cannot readily represent 
more than one aspect of the overall income dis- 
tribution effects of credit policy — this desire 
cannot possibly be the only objective of the govern- 
ment’s economic policy, credit policy or any other 
policy. The state usually has some sort of goals 
for stable money, employment, foreign exchange 
reserves, etcetera. No one would deny that the 
National Bank should (also) take these (other) 
goals into account in determining its policy. The 


1 From this starting point one could arrive at the 
view that the government would benefit greatly from 
being the one to start index loans. The government could 
then, in the most miserly fashion, so to speak follow 
the demand curve for index loans, so that to begin with 
very low, and possibly negative, interest rates were set 
for index loans. That would catch those who had the 
most inflationary expectations and/or the greatest aversion 
to the risk of monetary instability. The next time round 
the rate of interest would be set a little higher, and so 
on, until the rate of interest on index loans had been 
forced up to such a high level in relation to the pre- 
vailing rate of interest on money loans that the interest 
relationship corresponded to the government’s own ex- 
pectations as to the future movement of the index. 


borrowing operations of the National Debt Office 
are of precisely the same nature as the market 
operations of the National Bank, and there is 
therefore no reason, indeed no rational possibility, 
for allowing the one kind of operation to be de- 
termined by desiderata which are not wholly iden- 
tical with those which determine the other kind. 

This knocks the feet from under anyone who 
endeavours to derive some guidance as to the 
appropriate attitude of the government to index 
loans by splitting the personality of the state be-— 
tween one state that seeks to minimise the burden 
of its debt and another which carries on monetary 
policy. 

It would possibly be somewhat more fruitful to 
develop further the points indicated above about 
government economic policy in general. We could 
then argue as follows. 

If and when an index loan market has come 
into existence the government has, by its ability to 
influence the rates in this market, acquired an ad- 
ditional weapon for affecting the economic devel- 
opment in various respects. True, it is probable 
that variations in the rate of interest on index 
loans (“the real rate”) on the whole have similar 
effects as variations in the interest rate on money 
loans (“the money rate”), but this similarity can 
not in general be assumed to be complete. It is the 
same as saying that certain effects, or combination 
of effects, can be obtained by, but not without, 
fixing a certain rate of interest on index loans. 
Since it appears improbable that the combination 
of effects which is considered optimal would 
always be achieved at the level of real interest rates 
which arises without direct state influence, the 
conclusion is that operations on the index loan 
market, like those on the market for money loans, 
ought to be included as a normal part of a rational! 
credit policy. 

This then also argues in favour of the idea that 
the state ought to promote the establishment of 
an index loan market. If the government can 
benefit from manipulating the rate of interest on 
index loans then it must obviously be in the in- 
terest of the government that there should be in- 
dex loans. However, as will be discussed below, the 
co-existence of index and money loans can in 
certain circumstances involve complications for 
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the state which could be so much disapproved of 
that the government would prefer to concentrate 
the whole of its credit policy in one of the markets. 
Whether this particular case argues for or against 
index loans is a special question which will also be 
discussed later. 


Among the circumstances in favour of the cx- 
istence of index loans is of course the desire of the 
citizens to be given the opportunity to eliminate 
the risk of monetary instability —- and we can 
surely assume that this desire does exist. It is then 
quite conceivable that these desires are not (suf- 
ficiently) catered for simply by the government 
removing the legislative obstacles to index loans, 
and in that case we have here one reason in favour 
of the government intervening more actively, e.g., 
by itself issuing index loans. To clarify this point, 
let us consider a case where the government is the 
sole borrower. By its choice of the form of loan the 
government sovereignly determines whether or not 
there will be index loans. Assume until further 
that the government can achieve all the usual goals 
concerning employment, monetary stability, fore'gn 
exchange reserves, income distribution, etc., equal- 
ly well with or without index loans. Nevertheless, 
the government as a borrower ought then (or at 
least also) to make use of the index loan form, 
purely and simply because the possibility which is 
thereby created for the lenders/savers to free them- 
selves from the risk of monetary instability involves 
a clear net increase in general welfare. However 
indifferent the attitude of the government may be 
to these wishes of savers it must nevertheless con- 
sider them to be of some worth, and that is suffi- 
cient. 

This argument only states that the government 
ought — if no one else does so, and if there are 
no other sufficiently weighty reasons which argue 
against index loans — to ensure that there exist 
index loans, but it says nothing about the ap- 
propriate conditions for index (as against money) 
loans, or about the appropriate scale of govern- 
ment operations on the index loan market. In 
general what has previously been said applies on 
this point, namely that the government’s opera- 
tions on both the index and money loan markets 
ought to be guided in accordance with all the ex- 


isting goals for the economic policy of the state, 
and not only, if at all, in accordance with govern- 
ment fiscal considerations. As we shall see, this 
does not exclude the possibility that sometimes the 
same norms can be arrived at for the actions of 
the government as if the only criterion was to make 
state borrowing “as cheap as possible”: but we 
shall also see that such cases are to be considered 
as special ones. 

What has been said thus refers to the situation 
where index loans are already in existence, ir- 
respective of whether the government has col- 
laborated in their development, or been confronted 
with them as a fait accompli. A government cannot 
derive much positive practical guidance from this 
— strictly speaking it has simply been given a very 
general appeal to be prudent. Professor Palander 
has put forward an argument which yields a very 
much more precise programme for action. He 
looks at a situation in which the interest on index 
loans (“the real rate”) lies below the level on 
money loans (“the money rate’). “Just as the 
difference between the rate of interest in the 
money and real loan markets depends on expecta- 
tions concerning the trend of prices, we must also 
reckon that the difference of this kind which arises 
in the market will be interpreted by the public as 
an indicator of the changes in the price level which 
at a particular moment appear more or less proba- 
ble. A difference in interest in the market itself 
contributes to strengthening the expectations of 
price changes for which it is considered to be an 
expression.” 

Palander means that a situation where the 
money rate was above the real rate would be 
particularly sensitive if in such a situation the 
government borrowed in the money market, for 
the government would thereby “give the impres- 
sion that the government itself estimates that the 
rise in prices will be greater than corresponds to 
the existing difference in interest. In the prevailing 
situation it is possible to borrow at a low rate of 
interest in the real loan market. If this possibility 
is not utilised by the government when it borrows 
the general public must be given the impression 
that the government finds the outlook for prices to 
be such that the real loan market is, despite the 


1 Vardebestandighet, p. 210, 193. 
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low interest rate, a dearer form of loan. The 
government is thus forced to place its own bor- 
rowings on the real loan market if it is to avoid 
creating further shifts in inflationary price ex- 
pectations which in themselves would make a 
further contribution to creating a more intensive 
inflationary situation. Since there is nearly always 
a need for conversion or replacement of govern- 
ment loans, and since it must to begin with be 
assumed that previous government loans were 
placed in the money loan market, the governmental 
borrowing policy in inflationary situations would 
thus lead to a repayment of money loans and their 
replacement by real loans. A change thereby takes 
place in the internal relationship between the oc- 
currence of the two forms of loan on the market, 
and this must work in the direction of reducing 
the difference between the money and the real 
rates of interest.’’? 

If an evening out of the difference between the 
money and real rates has the salutary effect on the 
price expectations of the public which Palander 
reckons, there is naturally no rational basis for the 
government stopping at the equalization which is 
achieved when its operations are limited to the 
amount determined by the gross size of the need 
for loans. The government/national bank can 
then, and according to Palander it should, push 
the equalization of the difference in interest rates 
further by selling index bonds and buying money 
bonds. 

Obviously, it is difficult to decide the extent to 
which the price expectations of the public can in 
fact be influenced by variations in the relationship 
between the prevailing money and real rates. For 
the sake of argument let us, however, assume that 
they can be influenced sufficiently to make it 
worth while discussing the matter. Is it then always 
the case that an equalization of the interest dif- 
ferential will, by virtue of its effect on the ex- 
pectations of the public, always be beneficial? 

It seems clear that such is the case on certain 
assumptions. Assume that the government has 
determined at all costs to hold the price level con- 
stant, and that the index of existing index loans is 
this particular price level. When the relation be- 


* Op, (Git? pp. 24 


tween the money rate of interest and the real rate 
provides norms for the price expectations of the 
public an equalization of the interest gap which 
existed in the initial situation will have the effect 
of making the public reckon to a greater extent 
than before with a constant price level in future. 
When the price level is also held constant in fact, 
this clearly means that the expectations of the 
public are made more realistic through the interest 
rate policy pursued. 

One can of course envisage cases, such as when 
a certain amount of inflation is in fact permitted 
to occur, where on certain grounds it may appear 
of advantage that the public systematically mis- 
judge the future movement of prices, although it 
must in all circumstances be irreconcilable with 
the basic principles of a good democracy for the 
government deliberately to mislead the citizens. 
But in the case now under consideration, where 
the government can hold the price level constant 
without thereby injuring other interests (too 
much) — and the fulfilment of this condition is 
already included in the assumption that the gov- 
ernment holds the price level constant at whatever 
cost — it appears to be valuable from every point 
of view for the economic dispositions of individuals 
and enterprises to be based on realistic expecta- 
tions. 

Although many would perhaps be disposed to 
think that index loans are not necessary if the 
value of money is in fact held constant, neverthe- 
less index loans do in this case achieve two good 
things in addition to the interest policy just de- 
scribed: a) the interest policy serves to make the 
expectations of the public more perfect, and b) 
the index loans enable lenders and borrowers to 
protect themselves against the uncertainty which 
can probably not be entirely eliminated, even by a 
state which inspires the utmost confidence. More- 
over, it is conceivable that the very existence of 
index loans facilitates stabilisation of the value of 
money (besides via the effect on price expectations 
just discussed) in that its effects on saving and in- 
vestment make a consistent policy of stabilisation 
more acceptable, e.g., from the point of view of 
income distribution, than would be possible in a 
system with only money loans. This possibility will 
be discussed in greater detail below. 
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Let us now assume instead that the government 
cannot always be absolutely certain of maintaining 
the value of money constant without undesirable 
secondary effects, e.g., on employment. One reason 
for such uncertainty may be the difficulties, with 
the present collection of economic policy means, 
of maintaining full employment throughout the 
whole economy without excess demand, and ac- 
companying wages drifting, occurring in some 
sector. Let us also assume that in retrospect this 
uncertainty proves justified, in that the price level 
does in fact show a more or less rising trend. As- 
sume further that the public estimates that this 
is far and away the most likely development. 

If in this case the government pursued the same 
interest policy as in the case just discussed, i.e. held 
the real rate at the same level as the money rate, 
the following would happen: In addition to the 
fact that borrowers would rely wholly or mainly 
on the money loan market, and lenders on the 
index loan market, the public would speculate 
by borrowing in terms of money loans and 
lending in the form of index loans. If everyone 
relied sufficiently on inflation this speculation 
would become limitless if the credit markets were 
perfect enough, and it would lead, for one thing, 
to the government ultimately becoming the bor- 
rower of all index loans and the lender of all 
money loans. On our assumption that inflation is 
not only expected but in fact occurs this means 
nothing other than a gigantic topsyturvy bank 
under government control. 

Even if the assumptions are modified in what 
may appear a realistic direction by reckoning on 
a spread in price expectations and normal credit 
market imperfections, this tendency nevertheless 
remains unimpaired, a) as long as the government 
holds the real and money rates of interest at the 
same level, and b) when the public considers in- 
flation to be the most probable, and c) inflation in 
fact occurs. _ 

It should be crystal clear that the vast majority 
would consider the consequences of this policy 
undesirable. The most convenient course for elimi- 
nating or mitigating them is naturally to permit a 
certain difference to arise between the money and 
real rates. If the expectations of the public were 
affected thereby that is not to say that this must be 


considered as a negative effect, either in itself or 
on the index loans account. The expectations of 
the public will certainly be more inflationary than 
when the money rate equals the real rate, but this 
is not the appropriate comparison for evaluating 
index loans. The comparison ought instead to be 
with the situation which would have existed if 
there had been no index loans. It is conceivable 
that in this latter situation the majority would 
have reckoned on an even greater inflation than 
that corresponding to the relationship established 
between the money and real rates, and that the 
result of introducing index loans, plus the interest 
policy pursued, is to dampen inflationary ex- 
pectations. 

A further question that could be raised is wheth- 
er the degree of correspondence between expecta- 
tions and events is not more important for the 
appraisal of a policy which influences expectations 
than the attribute of expectations of being more or 
less inflationary. For example, assume that the gov- 
ernment holds a relationship between the money 
and real interest rates which corresponds to the 
government’s own price expectations, and that it 
makes better forecasts than the public in general. 
To the extent that the expectations of the citizens 
are influenced by the prevailing interest relation- 
ship they will clearly then become more realistic. 
Is it not then the case here, as in the case previous- . 
ly discussed of a constant price level and equalised 
difference between the money and real rates, that 
this must be a valuable effect, quite irrespective of 
whether it means that expectations become more 
or less inflationary? 

On this point one might raise nothing short of 
the whole question of the raison d’étre of inflation, 
and thereby indirectly the relevance and indeed 
the permissibility of our question. One might ask 
whether in fact we are not now confronted with 
the situation in which inflation has become 
programmed, and therefore also meaningless, in 
that everyone takes it into account in his calcu- 
lations and could therefore just as well do without 
it. From this standpoint it could be argued that 
one requirement if programmed inflation is to 
have any meaning is that the programme is kept 
secret, so that the inflation comes as a surprise. 
But this in turn means a morally reprehensible 


deception of the public.’ It is then easy to draw 
the conclusion that the only thing worth saying 
about this kind of inflation is that it should be 
stopped. 

However, the occurrence of a difference between 
the money and real rates determined by the gov- 
ernment need not mean that we have or obtain 
the sort of “programmed inflation” just described. 
The essential feature of the situation now facing 
us is precisely that the government, far from 
having an absolutely fixed programme for the level 
of prices, is uncertain as to whether, in taking 
account, e.g., of other objectives, it can hold the 
price level as stable as it would otherwise desire. 
As has already been pointed out, there may be 
good reasons for this uncertainty. 

We have already observed that in such a situa- 
tion there may be a justification for allowing a 
difference to arise between the money and real 
rates. Can we then say anything about the ap- 
propriate size of this difference? Since we have 
allowed the risk of the government coming to be 
something of a topsyturvy bank to be the motive 
for the difference in interest rates, it seems natural 
to begin the search after criteria for a reply to this 
question on the side of government finance. 

Let us first of all assume that in every situation 
there are a number of combinations of real and 
money interest rates which are optimal, and there- 
fore also equivalent with regard to all other goals 
than (let us say preliminarily) the desire to mini- 
mize the opportunities for the public to make 
speculative profits at the expense of the state. If 
the government has what might be termed a 
neutral valuation of risk, this last desire is satisfied 
when the government establishes the difference 
between money and real rates which corresponds 
to its own price expectations, assuming that the 
expectations of the public are sufficiently dispersed 
so that there will be both buyers and sellers of 
both index and money bonds at the prevailing 
rates. If the government maintained a smaller 
difference, it would namely find itself receiving 
money bonds in exchange for real bonds at a rate 
which, in the light of the government’s own ex- 


i This, very briefly, is one of the main arguments 
ae Lindahl’s Spelet om penningvardet, Stockholm, 
57. 
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pectations, involved an overvaluation of the money 
bonds. If the government maintained a larger 
difference, it would have to absorb real bonds in 
exchange for money bonds at a rate which, from 
the point of view of the government, was too ad- 
vantageous to the other party. Thus in both cases 
the government would make a bad bargain. 

The state can, however, be considered to have 
a non-neutral risk valuation in a sense which can 
be illustrated by an example. Assume that the 
vast majority of the public expect more inflation | 
than corresponds to the interest difference which 
the government would choose if it were evaluating 
risks in the neutral sense just indicated. The state 
would then have to stand as lender for (holder 
of) a comparatively large quantity of money 
bonds, and as borrower for a comparatively large 
quantity of real bonds. This in turn means that 
the government would suffer a comparatively large 
loss if inflation turned out to be greater than the 
government had estimated as the most likely, and 
a comparatively large profit if the opposite devel- 
opment took place. It is now quite conceivable 
that the government wishes to limit its stake in 
this lottery, and it can do this by permitting the 
expectations of the public, and not simply those of 
the government, to play a part in the determina- 
tion of rates. In the example given this means that 
the government is prepared to allow the difference 
between the money and real rates to become 
greater than what corresponds to the government’s 
price expectations. This thereby diminishes the 
government’s chances both of large profits and the 
risk of large losses, although the risk of the state 
making losses is at the same time increased, and 
this can be said to be the price which the govern- 
ment is prepared to pay in order to have its specu- 
lative stake reduced. 

So far the argument has been conducted on the 
basis of the assumption that the government would 
have to choose between pairs of interest rates 
which are equivalent with regard to all other goals 
than the varieties of government financial motives 
just discussed. This is a special assumption, and to 
relax it leads as a rule to the optimal interest dif- 
ference also being influenced by other things be- 
sides these government financial reasons. This will 
emerge more clearly from the next section, in 
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which the effects, particularly on saving, invest- 
ment and income distribution, will be treated. 

Before we proceed to this it may be worth while 
to pause for a moment and consider the question 
of what the appropriate government attitude to 
index loans appears to be in the light only of the 
circumstances considered so far. 

It is fairly probable that many a politician would 
wish to regard the consideration about the ap- 
propriate interest policy put forward in the {fore- 
going primarily as verification of the view that 
index loans would give rise to complications for 
the government. It would perhaps be considered 
that it is distasteful that a difference between the 
money and real interest rates fixed by the govern- 
ment could come to be interpreted by the general 
public as a government forecast of inflation, de- 
spite the fact that the government’s valuation of 
risk and other circumstances ought also to be 
allowed to influence this difference. It would 
probably be found to be troublesome that, if it 
cannot with certainty guarantee a stable monetary 
unit, the government would be required to have 
more or less definite price expectations and also 
some sort of risk valuation. Above all, there would 
be disapproval of the government being “forced 
to speculate”. It would be understandable, there- 
fore, if those who are appointed to be the govern- 
‘ment in this connection request that this cup 
should be allowed to pass. “Let us gladly remove 
all legal obstacles to index loans, but let us there- 
after be freed from concerning ourselves with the 
index loan market, as we now are freed from 
concern for the stock market.” 

Although it is possible to understand the motives 
underlying such a point of view, one is not there- 
fore bound to accept the conclusion that the index 
loan market in particular is the one in which the 
government should refrain from meddling. What 
we do not want, according to the (hypothetical) 
argument above, is a difference between the money 
and real rates of interest for which the govern- 
ment is responsible. The ingrained custom of the 
centuries can in this situation lead to a rejection 
of index loans, but we cannot accept reflex actions 
conditioned by general conservatism as an expres- 
sion of higher statesmanship. If the government 
were to prefer to have its credit policy localised 
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completely in either the index or money loan 
market, there is nothing in the circumstances con- 
sidered so far which says that it ought to choose 
the money loan market. All that we have dis- 
covered so far is that the desire of individuals and 
enterprises to enjoy the possibility of eliminating 
the risk of unstable money ought to be catered for 
through the introduction of index loans. It may be 
the case, and it presumably is so in Sweden, that 
positive interest on the part of the government, 
manifested in actual transactions, is a prerequisite 
of a well developed index loan market. This then 
suggests that, if a choice between index and money 
loans were to be considered unavoidable or ap- 
propriate, the government should choose index 
loans. In what follows the question of how far 
there are grounds for supporting the opposite point 
of view will be discussed. 


The effects on saving, investment, 


and income distribution 


Some people assume it to be almost self-evident 
that the introduction of index loans must increase 
private saving. On closer examination of the 
reasons for this viewpoint, it often proves to be the 
case that the tacit assumption is being made either 
that the rate of interest on index loans will be held 
at approximately the same level as that on money 
loans, or that the difference in interest will in any 
case not be so much greater that it is not exceeded 
by the anticipated index compensation. In other 
words, it is assumed that the introduction of index 
loans would mean the same as an increase in the 
rate of interest on money loans. 

It should be obvious that an argument in favour 
of index loans which rests solely on this assumption 
(plus the presumption that a higher rate of interest 
increases saving) cannot be a strong one — the 
interest rate on money loans can of course be 
raised without index loans being introduced. On 
the other hand, one cannot assume either that the 
introduction of index loans would as a rule not 
have any interest effect, if we may call it that. On 
the contrary, the very existence of different ex- 
pectations among different individuals means that 
at least some such effect must always ensue for 
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at least some individuals — in so far as the real 
rate of interest is not held at such a low level in 
relation to the money rate that every saver prefers 
as before to put his savings into money loans. 

In those cases where the interest effect is nil the 
prevailing difference between the money and real 
rates corresponds to the individual’s expectations 
about the value of money, so that for him both 
types of loan would appear to be equivalent, if his 
valuation of risk was neutral. This means that the 
individual in question prefers to put his savings 
into index loans if he has any aversion to the risk 
with respect to the value of money. However, it 
does not follow from this that this individual also 
increases his saving (compared with the fact that 
he could only obtain money loans at the given in- 
terest rate). This is an entirely different matter. 

The effect which the introduction of index loans 
can have on saving by virtue of the fact that index 
loans make it possible to avoid the money value 
risk, which should be carefully distinguished from 
the interest effect just discussed, can in fact operate 
in different directions for different individuals, 
even if every individual would be averse to the 
money value risk. A case in which this risk effect 
(to give it that name) leads to less saving occurs 
when the saver is particularly anxious that the 
future real value of his saving should lie above a 
certain limit. To be on the safe side, he must save 
more when he is uncertain about the future value 
of money than when this uncertainty is eliminated, 
e.g., by a supply of index loans. Probably no one 
knows the economic facts of life sufficiently well 
to be able to decide with any degree of certainty 
whether the effect on total private saving of the 
absolute elimination of risk which is achieved with 
index loans is positive or negative (I myself think 
that as a rule it is positive). 

Those savers who expect the least inflation and/ 
or have the least aversion to the money value risk 
will stick to money loans as before. Thus their 
saving is not affected in the slightest by the in- 
troduction of index loans (as long as the rate of 
interest on money loans is not affected by it). In 
addition to the risk effect just mentioned other 
savers experience an interest effect, and this is 
positive for those who estimate that there will be 
more inflation than that which corresponds to the 


prevailing difference between the money and real 
rates, and negative for those who reckon on less 
inflation (and who have notwithstanding a suf- 
ficiently strong aversion to the money value risk 
to prefer index to money loans). It is well known 
from general economic theory that no a priori 
verdict can be given as to whether the effect on 
total private saving of an increase or a fall in the 
rate of interest is positive or negative. On similar 
grounds as in the case of the risk effect one may 
believe, as I for example do, that a rise in the rate 
of interest as a rule increases saving, and vice 
versa. One can then very readily follow up this 


belief by estimating that the net effect for those — 


savers for whom the risk effect and the interest 
effect both combine to produce a positive effect 
on saving in any case outweighs the possible nega- 
tive net effect which can, for example, be con- 
sidered to occur for savers for whom the risk and 
interest effects counteract one another. And the 
former variety of savers constitute the majority of 
those who are on the whole influenced by index 
loans, if the expectations about the future level of 
prices are pretty evenly dispersed round the ex- 
pectation which corresponds to the prevailing dif- 
ference between the money and real rates. 

One would thus arrive at the conclusion that it 
is most “probable” that total private saving is in- 
creased by the introduction of index loans when 
there is a given rate of interest on money loans, 
and on the assumption that the interest on index 
loans is not held at too low a level in relation to 
it. (The lower the index rate of interest is kept, 
the more will the remaining supporters of such 
loans come to have a negative interest effect.) 
Provided that the price level expectations of the 
government do not diverge too violently from the 
average of savers, one would also conclude that 
the government could satisfy such desires regarding 
the relationship between the money and real rates 
as those discussed in the preceding section, at the 
same time as the introduction of index loans — 
with an unchanged rate of interest on money loans 
— would have an effect on savings which “proba- 
bly” is positive. 

Assume that this saving effect zs positive. To 
judge by the majority of utterances on this ques- 
tion, one would think that this is something which 
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is generally considered a good thing. However, the 
positive appraisal of saving is as a rule less bound 
up with this phenomenon as such than with its 
effects on “the monetary equilibrium”, which 
means that a particular measure or occurrence 
which increases saving, i.e., reduces the demand 
for consumer goods, is given a positive valuation 
only on condition that it does not at the same time 
increase the demand for capital goods by at least 
as much. 

This leads to the question of how the volume of 
investment is affected by the introduction of index 
loans. On a first rough approach to this question 
a convenient distinction can be drawn between 
investments which are financed out of own funds 
and investments financed by borrowing. Let us 
assume that financial investments (in bank de- 
posits or bonds) are appropriate alternatives rele- 
vant to real investment for self-financing enter- 
prises. 

In the same manner as in the case of savings, 
we then find that self-financing enterprises which 
anticipate sufficiently little inflation and/or have 
a sufficiently small aversion to risk’ are not in- 
fluenced by the introduction of index loans as long 
as the money rate of interest on money loans 
remains unchanged. Lending in the form of money 
loans is for them still the alternative relevant to 
real investment. Self-financing enterprises which 
do have an aversion to risk, and whose expecta- 
tions about the value of money correspond exactly 
to the prevailing difference between the money 
and real interest rates, have in the index loans 
obtained a new alternative to real investment 
which is valued more highly than previously ex- 
isting investments (i.e. in money loans), and this 
must bring about a reduction in the investments 
of these enterprises.2 In addition to this risk effect, 
there is for enterprises which anticipate a larger 
scale of inflation an interest effect which operates 

1 We are still assuming that the index for index loans 
is a consumer price index. It has already been stated 
that as a rule the enterprises/borrowers cannot be assumed 
to have as great an interest as the savers/lenders in hav- 
ing loan agreements linked to this particular index. 
Nevertheless, for most enterprises such loans are probably 
preferable to money loans from the pure risk point of 
ee Tt is assumed here, as in the case of savers, that the 


index loans do in fact make it possible to reduce the 
relevant risk for the enterprises. 


in the same direction, i.e., it leads to a further cut 
in investments. 

The reaction to index loans of enterprises which 
do their financing by loans is the opposite to that 
which occurs in self-financing enterprises, inasmuch 
as real investments increase, if they are affected 
at all. The enterprises in this group that are not 
influenced, as long as the money rate of interest 
remains unchanged, are those that anticipate the 
most inflation and/or have the least aversion to 
risk. Enterprises financed by borrowing which 
anticipate comparatively little inflation and/or 
have a comparatively great aversion to risk shift 
to borrowing via index loans, and the reduction in 
risk which is thereby achieved tends, like a fall in 
the rate of interest, to increase their investment, 
because it reduces the disinclination to incur debts 
for the marginal unit of investment. For the least 
inflationary-minded enterprises this risk effect is 
combined with an interest effect, and both these 
effects tend to increase the volume of investment. 

In sum, then, a number of enterprises, both those 
that are self-financing and those that rely for their 
financing on borrowing, are not affected at all by 
the introduction of index loans as long as the rate 
of interest on money loans is unchanged. For those 
that are affected, the effect is a reduction in the 
volume of investment for self-financing firms and 
an increase for those that do their financing by 
loans. Lest anyone should wish to hazard a guess 
as to the probable direction, or even the magnitude, 
of the net effect (at a given level of real interest) , 
it may be worth issuing a warning against applying 
what is said above without qualification to ex- 
isting data about the distribution of investment on 
self-financing and borrowing firms. In particular, 
in.so far as self-financing of investment is due to a 
particular propensity towards this form of finan- 
cing, financial investments need not be relevant 
alternatives to real investment, and in that case the 
estimated marginal rate of interest can lie con- 
siderably above the rate on financial objects. This 
means that, at a given money rate of interest, the 
real rate may have to be put at a very high level 
before any effect manifests itself in a reduction of 
investment. 

Let us now assume that, with a relation between 
the money and real rates which can in the main 
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be assumed to be determined by considerations 
such as those just discussed, the introduction of 
index loans leads to an increase in the total demand 
for consumption and capital goods at the given 
money rate of interest. If we take it that saving 
increases, this assumes thus that the demand for 
capital goods increases more than the demand for 
consumption goods declines. On the same grounds 
as the increase in saving as an isolated phenome- 
non is given a positive valuation — if such is the 
case — this combined effect must evidently be 
given a negative valuation (if we ignore the pos- 
sibility that the division of the national product 
between consumption and real capital formation 
can be the object of separate valuation). This is 
by no means to say, however, that the final valua- 
tion of index loans must be a negative one. 

In the first place, valuations are conceivable 
which mean that the reduction in risk which is 
achieved by index loans is given absolute priority. 
It can be argued that it is the responsibility of 
society as far as possible to eliminate uncertainty 
regarding all the circumstances which are relevant 
to the dispositions of the citizens. If this were 
to be accompanied by less saving, for example, 
this is a matter where a negative valuation is as 
little warranted as is a positive valuation of an 
increase in saving which is achieved through 
deliberately deceiving the public. The same can 
be said of investments. This scale of values thus 
ascribes to the effects, whatever these may be, of 
index loans on saving, investments, income distri- 
bution, etc., a purely secondary significance com- 
pared with the risk-reducing effect. 

Another and perhaps more interesting type of 
valuation is more relative as regards the estima- 
tion of the cost-reducing effect of index loans. As 
an example let us choose the extreme variant 
where this sort of positive valuation certainly exists, 
but is extremely slight. It is nevertheless sufficiently 
large to tip the balance in favour of index loans if 
it is possible by means of economic policy other 
than credit policy, e.g., financial policy, to correct 
fully for possible minus effects of index loans. To 
take a concrete example; if, contrary to assump- 
tion, it could be shown or made probable that, in 
a situation where the government holds what is 
considered to be an optimal relation between the 


money and real interest rates, the introduction of 
index loans would worsen the general economic 
balance at a given money rate of interest, the 
distributive effects of the increase in the interest 
rate, for example, which would thereby be justified 
on the introduction of index loans can be neutral- 
ised by an appropriate readjustment of taxation. 
This example can presumably be generalised to 
the extent that the following statement is valid: 
When economic policy fulfils the conditions about 
co-ordination of its various aspects, which is the 
first prerequisite for a rational policy, it ought to 
be possible to conduct it in such a manner that 
the risk-reducing effect (irrespective of how high 
or low it is evaluated) of index loans becomes 
decisiwe for the final valuation of index loans. 

So far the argument of this section has related 
mainly to those cases where the government de- 
termines the rates of interest directly for both in- 
dex and money loans. To take up now the question 
with which we concluded the last section, we can 
state quite briefly that a complete switch to index 
loans on the part of the government, in the sense 
that it leaves the money loan market to its fate, 
has not only the advantage which the absence of 
immediate responsibility for the difference between 
the money and real rates of interest can mean, but 
also the advantage that the size of the index loan 
market, and therefore the effect index loans will 
have in reducing risk, can be expected to increase 
when the credit policy (including government bor- 
rowing) of the government is centred exclusively 
in that market. The market for money loans can 
then be viewed as being reduced to a haunt for 
speculators which is of no great economic signifi- 
cance.! 


1 Bonds are naturally the form of index loans which 
is technically the most appropriate for the government. 
When index regulation is introduced to the bond market 
it presumably spreads fairly rapidly to the deposits and 
advances of the banks. If this does not occur on a large 
enough scale, or if the conditions applied were to appear 
unsatisfactory, the government can also intervene more 
directly in this sector of the credit market, e.g., by using 
its own commercial bank as a weapon, or by permitting 
both the commercial and savings banks to act as agents 
of the government. The latter would be most likely to 
arise in the case of deposits. 
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Index loans in a controlled economy 


If one could assume that it was socially desirable 
to have as many loan agreements as_ possible 
regulated by an index, and not simply to have the 
government’s own credit policy assigned to the 
index loan market, the sort of control over the 
credit market which we have had in recent years 
in Sweden could be utilised presumably as a very 
effective means of satisfying this desire. In fact, by 
drawing attention not only to the reduction in 
risk as such, but also, and perhaps primarily, to 
the salutary effect of index loans on the selection 
of investments (which will be discussed shortly), 
it is quite possible to motivate control of the credit 
market solely by the desire to have the index 
regulation of loan agreements more thoroughly 
realized than can be expected to be the case in an 
unregulated market. 

What appears, at least on the surface, to be 
precisely the opposite assumption is, however, 
frequently used as a starting point, namely that 
this very control of the credit market (in reality, 
the reason underlying it) constitutes an obstacle in 
the way of index loans. The main object of this 
control must be presumed to be that credit for 
certain priorities or subjects (housing, central and 
local governments) could be obtained at lower 
interest rates than could have been achieved in a 
free credit market (at given objectives for “eco- 
nomic stability’ and a given policy in other re- 
spects). 

Let us assume for a start that these desires are 
best satisfied by containing as before to give 
priority loans in the form of money loans at a con- 
trolled rate of interest. The control over the credit 
market which has so far been practised does not 
seem to have led to any notable shift in the normal 
structure of interest rates, which means that, when 
control has had a noticeable effect, there has devel- 
oped an excess demand for loans which do not 
enjoy any priority, and the rationing of non- 
priority loans which this necessitates has been left 
to the credit institutions to look after, without any 
appreciable interference from the side of the gov- 
ernment. It can now be argued that a better policy, 
particularly as regards the effect on the selection 
of investment projects, would be to allow the rates 
of interest, at least on non-priority loans, to rise 


to the equilibrium level. There are various possib!e 
methods of doing this, while at the same time the 
level of interest on and supply of priority loans is 
kept unchanged.’ A still better policy, however, 
particularly with regard to the choice of invest- 
ment projects, may be to combine the attainment 
of equilibrium interest rates with compulsory index 
regulation of non-priority loans.2 This thereby 
eliminates expectations about the value of money 
as a significant factor in the choice of investments, 
and the “real profitability” (in the sense just in- 
dicated) must therefore be assumed to be the 
regulator of investment to a greater extent than 
otherwise. 

So far the existence of credit market control 
would thus be a favourable factor.? If, however, 
one examines the real motives underlying it — and 
these certainly are not a desire to make the most 
of index loans — it can be argued that these 
motives can be satisfied to the desired degree by 
means other than credit policy (especially financial 
policy), if a switch is made to traditional credit 
policy, i.e., by abandoning credit market control, 
and thus gains the advantages (especially as re- 
gards the choice of investment projects) which 
must be presumed to accrue from greater uni- 
formity with regard to the loan conditions for 
different enterprises.* This applies primarily to a 
market without index loans. How far does it apply 
to a credit market in which index loans occur, 
either alone or in conjunction with money loans? 

Let ut look first at rent control,5 which is the 
most frequently quoted obstacle to index loans. 
The use of the index loan form for housing loans 
would undoubtedly introduce a further complica- 


1 Cf. G. Arvidsson, Bostadsfinansiering och kreditpo- 
litik, (The Finance of Housing and Credit Policy), 
Stockholm, 1958. 

2 Cf. Palander, Vardebestandighet, (Constant Values), 
pp. 213—4. 

®It is true that the good effect which index loans 
have on the choice of investment projects can also be 
assumed to occur, at least in some measure, when the 
enterprises have a free choice between money and index 
loans (as they are assumed to have in the section above), 
but it is naturally limited then by the fact that the most 
inflationary-minded of the borrowing enterprises turn to 
the money loan market. 

4 Cf. Arvidsson, op cit., where this argument is de- 
veloped in greater detail. 

5 Including the rent determined by costs which applies 
to certain enterprises which are not formally rent-con- 
trolled. 
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tion of the same type as the simultaneous oc- 
currence of fixed and non-fixed loans now involves, 
but here the margin seems already to have been 
reached where completely general rent control is 
no longer possible,t and the technical aspect is 
therefore probably not very important.? As regards 
other effects, in the first place the use of index 
loans for housing finance need not lead to higher 
rents. What in fact happens here depends entirely 
on the relation between the money and real in- 
terest rates compared with the actual development 
of the value of money. And even if an increase in 
rent were primarily to follow, it can always be 
neutralised to the extent desired by means of 
subsidies. Against this background, another pos- 
sible rent effect of index loans appears more im- 
portant, namely the effect on rental parities. As- 
sume, for example, that all housing finance is 
switched to an index loans basis? and that both the 
interest and principal of the loans are index reg- 
ulated.4 Assume further that a certain amount of 
inflation occurs and that building costs roughly 
follow the index of the index loans. In that case 
rental parities will be automatically ensured, 
thanks to the index loans (while the level of rents 
in general or for particular groups of households 
can if desired be regulated by general or specific 
subsidies respectively which are technically easy 
to administer). The differentiation in rents which 
has been brought about by the housing policy of 
recent years indicates that the need for automatic 
devices for preserving rental parities is greater than 
one would believe. 


The index for index loans 


Now and again calculations are made by diligent 
and outraged individuals about “how much savers 
have been robbed by inflation”. The enthusiasm 


+ Under proposals recently submitted, the fixing of 
rents will within certain limits be done on an individual 
basis, to take account of the actual interest costs. 

2 Within certain limits index compensation can thus 
be divided in an arbitrary manner. The whole compen- 
sation can, for example, be invested (so to speak) in 
the interest. In this case it is, moreover, not necessary 
to change the law relating to mortgages. 

8 The changeover for houses built previously must be 
assumed to take place gradually as loans previously ob- 
tained are renewed. 

4 This presupposes certain changes in the legislation 
on mortgages. 


for such estimates may perhaps be damped some- 
what by asking a simple question: Why are no 
estimates made of the amount by which savers 
have been robbed through the rate of interest being 
held at a level below 10, 20 or 30 per cent? The 
one type of calculation is as arbitrary as the other. 

It is considerably less arbitrary to calculate as 
illegitimate losses the amount savers have lost by 
an inflation which the government has undertaken 
to prevent. This method of calculation can be 
traced to generally accepted principles about the ~ 
manner in which a good society ought to function. 
If then there is no objective norm of what the real 
yield of savings (defined; for example, as a certain 
combination of interest on money loans and the 
value of money) ought to be, we are in that case 
all agreed that, on the one hand, realistic expecta- 
tions about this are as far as possible to be reckoned 
as something good, and on the other that under- 
takings by society on this matter ought as far as 
possible to be fulfilled. 

Index loans are advantageous from both these 
points of view. The whole of the preceding dis- 
cussion has also led us to a view of index loans 
which means that the capacity of these loans to 
assure the real content of a loan agreement is not 
only constitutive, but also decisive for the evalua- 
tion of index loans. 

We have then assumed pretty well throughout 
that a consumer price index is used for index 
loans, but even if this type of index must be as- 
sumed to be that which best corresponds to the 
interests of the lender, it cannot as a rule be as- 
sumed to be wholly optimal from the point of view 
of the borrower. We shall not discuss in any further 
detail here the question of what index can be ex- 
pected to represent the best compromise among 
the various interests, if one assumes that all index 
loans are to have the same index. It is true that 
liquidity considerations, for example, will work in 
the direction of uniformity of the index applied in 
loan agreements, but it is not necessary to assume 
that this uniformity will be complete, particularly 
if the government national bank could be per- 
suaded to operate as a sort of arbitrage body be- 
tween lenders and borrowers, so that these groups 
could each have their separate interests fully 
safeguarded. 
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INTEREST POLICY, 
FOREIGN EXCHANGE POLICY AND 
FOREIGN EXCHANGE CONTROL 


BY BENT HANSEN 


In a previous article published in this Quarterly 
(1958: 4) I discussed certain general features in 
that special form of foreign exchange policy — 
forward market policy — which was originally 
proposed by J. M. Keynes, and which also in quite 
recent times has had certain advocates, notably in 
Great Britain. The main point of this policy is 
that the foreign exchange authorities (in Sweden 
the Riksbank) would be able by influencing the 
difference between spot and forward rates — alter- 
natively by directly quoting an appropriate discount 
(or premium) on foreign exchange — to direct the 
short-term capital movements of interest-arbitrage 
operations without interfering with the domestic 
interest level. In this article (which should be read 
in connexion with my previous one) I shall 
endeavour to discuss such a policy at some length 
in the light of the current pattern of the Swedish 
foreign exchange control. 


The present Swedish foreign exchange control 


Obviously it is out of the question to give here 
a detailed account of the present Swedish foreign 
exchange control. But fortunately, for discussing 
our problem, it should suffice to give a rough de- 
scription of the most important general rules, 
which, in their main part, are laid down in the 
Riksbank’s notices. However, certain rules vital to 
our problem are embodied in the “Foreign Ex- 
change Contract” between the Riksbank and the 
commercial banks and also in private agreements 


Since 1955 Bent Hansen has been Professor and 
Head of the Swedish National Institute of Economic 
Research. 


between the commercial banks. We shall disregard 
operations in dollar currency, bilateral currencies 
etc. and shall devote our attention entirely to the 
(multilateral) currencies of the European payment 
area. 

The foreign exchange operations are made 
through the the Riksbank and the commercial 
banks. The public’s foreign currency purchases and 
sales are handled mainly by the latter. 

1) The buying and selling of spot exchange is 
largely regulated in such a way that the general 
public may, without a permit from the Riksbank, 
buy from and sell to the commercial banks spot ex- 
change in conjunction with transactions which 
enter into the balance of payments on current ac- 
count, whereas the buying and selling of spot ex- 
change in conjunction with capital transactions 
requires a special permit from the Riksbank.2? The 
public may not grant credit or borrow abroad 
without a special permit; one important exception 
from this rule is, however, credit accommodation 
and borrowing in connection with exports and 
imports, which do not require such a permit so long 
as the periods of the credit do not exceed the 
“normal” for the business branches concerned. The 
commercial banks on their part may buy and sell 
spot exchange a) from (to) the Riksbank, b) from 
(to) the public and, finally, c) from (to) foreign 
commercial banks. 

The fixing of spot exchange rates is regulated in 

1 Where dollars are concerned the Riksbank actually 
quotes forward rates and enters into forward contracts. 
The forward rate is invariably kept on a level with the 
spot rate (on the buying rate there is a small discount, 
on the selling rate a small premium). 


2 A couple of exceptions are: the transfers of in- 
herited funds and certain capital repayments. 
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such a way that these may move freely within a 
certain margin (+ 3/4 % of the par rates — for 
sterling this means a margin of between approxi- 
mately 14.37 1/2 and 14.59 1/2; we disregard 
throughout any differences between buying and 
selling rates). The commercial banks quote daily 
rates jointly. 

2) The buying and selling of forward exchange 
is regulated in such a way that the general public 
may buy from and sell to the commercial banks 
forward (the maximum time for delivery is | year 
with a possible 1/2 year’s extension), but only in 
connection with foreign trade (and shipping). 
Thus speculative buying and selling forward on 
the part of the public is not permitted; the same 
applies to swap transactions for the purpose of 
interest arbitrage on the part of the public. The 
commercial banks may conduct forward business 
with the public, between themselves and with 
foreign commercial banks. Obviously the com- 
mercial banks may only deal with the public insofar 
as foreign trade payments under contract (in- 
cluding shipping payments) are underlying the 
forward transactions. If a commercial bank 
through its business with the public finds that a 
surplus results from its selling or buying forward, 
there arises a so-called “open position”; this can 
be covered by a corresponding forward transaction 
with some other Swedish commercial bank or with 
a foreign commercial bank. Cover of this kind 
may be obtained either on a bilateral or on a 
multilateral basis.‘ Beyond that, the commercial 
banks may not conclude multilateral forward con- 
tracts with a foreign bank. On the other hand, 
according to the wording of the Riksbank’s notices 
bilateral (“outright”) forward dealings with for- 
eign commercial banks are not confined to transac- 
tions for the purpose of covering open positions.? 


1 Bilateral forward business is settled in the contract- 
ing parties’ own currencies. Multilateral forward business 
necessarily implies trade in other than their own curren- 
cies. 

2 The reason for this apparently is that (»outright») 
purchases or sales of forward exchange from/to a foreign 
commercial bank may be made in connection with Swed- 
ish export or import business. Assume, for example, that 
a Swedish importer has to pay in Swedish kronor in 3 
months’ time; the foreign seller will then sell Swedish 
kronor forward (buy his own currency) to a bank in his 
own country; this bank will then perhaps cover itself in 
a Swedish bank. It is obvious, however, that the motive 
of the foreign bank may be a purely speculative one. 


Literally, this implies that it would be possible 
and permissible for Swedish commercial banks to 
carry on purely speculative forward transactions 
(on a bilateral basis).1 This is hardly the intention 
of the control. Speculation of this kind is generally 
regarded as foreign to a commercial bank’s normal 
field of activity, and this fact is likely by itself 
considerably to circumscribe the scope of such 
transactions on the part of the commercial banks; 
moreover, there is reason to presume that if they 
should cause their forward transactions with banks 
abroad to expand “abnormally”, the Swedish com- 
mercial banks would have to expect “action” on 
the part of the Riksbank. However, these pur- 
chases and sales of forward exchange are not sub- 
ject to regular control. Swap transactions with for- 
eign banks are of course allowable to the extent that 
the swap is connected with the covering of a for- 
ward commitment vis-a-vis the general public. 
Since both spot purchases and sales made with 
foreign commercial banks and bilateral forward 
business are in principle free of control, then the 
road ought in principle to be open for swaps on a 
bilateral basis irrespective of whether they are done 
in conjunction with covering of open positions or 
not; here, however, the “factual” limitation of the 
possibilities of bilateral forward transactions just 
discussed comes into the picture. For practical 
purposes, therefore, it may be said that in principle 
swap business for  interest-arbitrage purposes 
cannot be done to any appreciable extent without 
special permission of the Riksbank. 

The fixing of forward exchange rates is not 
subject to control and there are no quotations 
jointly applied by the commercial banks. Each 
commercial bank itself fixes its own rates, which 
may vary in the course of the day. 

Now the general features of the Swedish foreign 
exchange control that are most important for our 
problem would appear to be the following: 

1) The spot exchange rates margin. 
2) The restriction on purely speculative purchases 
on the forward market. 
3) The restriction on interest arbitrage. 
In order to elucidate the implications of these 


1 The commercial banks also have a possibility of 
speculating on the forward market by not necessarily 
being bound to cover open positions. 
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three factors for a policy such as that recommended 
by Keynes we must start by discussing the fixing of 
spot exchange and forward rates. In the preceding 
article we confined our interest to the direction of 
the flow of capital and of foreign exchange transac- 
tions generally on the assumption of given spot and 
forward rates. Manifestly, however, the foreign ex- 
change transactions themselves are bound to in- 
fluence the rates. 


The fixing of exchange rates on free forward and 
spot markets with the current spot margin 


In this section we shall disregard all control of 
foreign exchange transactions, i.e. points 2) and 3) 
in the preceding section. 

If the Riksbank quoted firm spot rates for for- 
eign exchange and everyone was absolutely con- 
vinced that they would remain unchanged, the 
forward rates could not deviate from the spot rates 
— indeed, the forward market would probably 
disappear altogether. For if the spot rate for ster- 
ling is 14.48 1/2, who would pay above 14.48 1/2 
when purchasing forward or sell below 14.48 1/2 
forward when everyone knows (or thinks he 
knows) that it will be possible in future also to buy 
or sell spot at 14.48 1/2? Nobody would. 

A similar reasoning applies if the Riksbank 
quotes a margin within which the spot rate, which 
otherwise is left to look after itself, will be main- 
tained. The forward rates cannot move outside 
the limits of the spot margin so long as everyone is 
convinced that these limits will hold good in the 
future too. Who is prepared now to buy sterling at 
3 months’ delivery at 14.65 if he is certain that in 
3 months’ time he can buy spot at not above 
14.59 1/2? Who sells ‘sterling now at 14.35 at 3 
months’ delivery if he is convinced that the spot 
rate in 3 months’ time will not be below 14.37 1/2? 
In actual fact, when it is expected that the spot 
margin will remain unaltered, there is bound to 
arise a substantial excess supply of forward ex- 
change if the forward rate lies above the limit fixed 
for spot exchange, and this excess supply must tend 
rapidly to force the forward rate down to the upper 
limit of the spot exchange. Vice versa, under these 
circumstances, when forward rates are below the 
spot exchange’s lower limit, a substantial excess 
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demand is bound to arise which will rapidly force 
the forward rate up to the lower limit for the spot 
rates. 

Consider, for instance, a situation in which a 
forward rate of 14.35 on delivery at 3 months has 
somehow been established. Speculation (if per- 
mitted) by way of the forward market will then 
set in. It pays to conclude contracts for forward 
buying with a view to subsequent spot selling. As 
far as commercial forward purchases and forward 
sales are concerned, importers who have imported 
on credit are naturally prepared to buy forward, 
whereas exporters are not prepared to sell forward 
but prefer to wait and sell spot. Finally, as regards 
interest arbitrage, it should be observed that when 
the forward rate lies below the lower limit of the 
spot rates there must be a discount on sterling. 
Now, if this discount is higher than the difference 
between interest rates in London and Sweden, in- 
terest arbitrage is profitable in the direction to- 
wards Sweden, ie. in selling spot sterling and 
buying forward sterling; such purchases of forward 
sterling are not, of course, affected by the existence 
of a lower limit for the spot rate which is higher 
than the current forward rate. Inversely, if the 
discount on forward sterling is lower than the 
difference between interest rates in England and 
Sweden, the interest arbitrage operates in favour 
of England on a purchase of sterling spot and a 
sale forward. But if the forward rate is 14.35, the 
interest arbitrage will in that case not take place 
through swap transactions, but the transfer of 
capital is effected through spot buying now and 
spot selling (which, one thinks one knows, will take 
place at not less than 14.37 1/2) in 3 months’ 
time. There may thus emerge from the interest 
arbitrage forward buying but not forward selling. 
At forward rates that are lower than 14.37 1/2 
there thus arises a more than normal demand for 
forward sterling and no supply. There will be no 
transactions and the rate is bound to rise rapidly 
to (at least) 14.37 1/2. This, of course, corre- 
spondingly applies at forward rates above 
14.59 1/2: 

The fact that the forward rates cannot move 
outside the spot margin (when there is complete 
confidence in it) has an impact on the spot rates. 
For interest arbitrage tends to engender a discount 
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(premium) on the spot rates corresponding to the 
difference in interest rates between the respective 
countries, and if in the course of the process of 
adjustment to this “interest parity” (cf. my previ- 
ous article) the forward rates are touching the 
bottom level (the ceiling) the spot rates are bound 
to adjust themselves upwards (downwards). Sup- 
pose, for example, that we have had a spot rate of 
14.40, a forward rate (3 months) of 14.40 and a 
5 per cent interest rate both in England and in 
Sweden, and that in this situation Sweden reduces 
her interest rate to 3 per cent. Interest arbitrage 
vis-a-vis England then begins to operate with spot 
buying and forward selling of sterling. The spot 
rate thereupon tends to rise and the forward rate 
to fall. If the forward rate has fallen to at most 
14.37 1/2 (and it is probably more flexible than 
the spot rate) the remaining adjustment must take 
place via the spot rate, which must rise to (at 
least) 14.44 1/2; the discount is then 7 Gre, cor- 
responding to 2 per cent per annum on a 3 
months’ forward deal. 

At this point it is advisable to draw attention to 
the fact that interest arbitrage takes place only so 
long as the rates have not had time to adjust them- 
selves and (in our example) a 7 Gre discount has 
been reached. If the rates are slow in adjusting 
themselves there will be a large transfer of capital; 
if the adjustment is rapid, only a small amount of 
capital is transferred.' Keynes, followed by R. G. 
Hawtrey, has even maintained that the adjustment 
of the rates occurs so rapidly that transfers of 
capital (net) hardly take place at all. The ex- 
istence of an effective forward market in which 
rates move freely would then mean that differences 
in interest rates between the countries would not 
have any effect whatever on the short-term flow of 
capital. In other words, the interest policy would 
be impotent to influence the short-term capital 
movements — and this would admittedly lessen 
that dilemma of the interest policy which forms 
the starting-point of these observations; on the 
other hand, it would make a forward rate policy 
absolutely essential if it were desired to influence 
the flow of short-term capital. Keynes’ and 


1 In practice, some adjustment, whether large or 
small, of the interest rates may also take place. However, 
we disregard this possibility and regard the interest level 
as being controlled by the central banks. 


Hawtrey’s view, however, hardly accords with ex- 
perience (cf. especially the hazards run by the 
commercial banks when “matching” forward 
buying and selling and thereafter covering re- 
maining open positions, which of course can al- 
ways be done to the full extent if an equilibrium 
discount on forward exchange has come into ex- 
istence). 

That is to say, if the interest rate is lower in 
Sweden than in England the spot rate tends to 
move in the upper part of the spot rate margin, 
or, to be more precise, between a bottom rate, 
which corresponds to the lower limit plus the dis- 
count on sterling, and the margin’s upper limit. 
The opposite holds good if the interest rate is 
higher in Sweden than in England. What the 
position of the spot and forward rates will be 
within the margin when once the discount (premi- 
um) on sterling tallies with the difference in in- 
terest between England and Sweden, depends (in 
the absence of speculation on a change in the spot 
margin) mainly on the state of the balance of pay- 
ments on current account. If the balance is weak, 
the spot rate (at a discount on sterling) and the 
forward rate (at a premium on sterling), as the 
case may be, tends to move upwards towards the 
margin’s upper limit. When there is strong balance, 
the forward rate (at a discount) and the spot rate 
(at a premium) will tend downwards towards the 
margin’s lower limit." 

However, account should also be taken of the 
possibility of speculation in an upward or a down- 
ward movement of the spot margin, which in- 
volves, of course, a depreciation or an apprecia- 
tion (on an average, and provided the old and the 
new margin do not overlap) of the Swedish krona. 
It will be recalled that during the summer and 
autumn of 1957 there occurred speculation arising 
out of expectations as to an appreciation of the 
D Mark and a depreciation of sterling. Under 
such circumstances the forward rate will be forced 
outside the spot margin under the impact of such 
speculation. If speculative transactions proper are 
permitted, they will force the forward rates to 
move towards the anticipated new spot margin 


1 The balance of payments on current account is, how- 
ever, itself influenced by the level of the rates, and this 
complicates the problem. We shall not dwell on this 
interdependence here. 
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(instead of towards the existing margin, as is the 
case when, as said above, the spot margin is ex- 
pected to remain unchanged). If the current 
margin for sterling is expected within the course 
of 3 months to have changed, say, to 11.91—12.09, 
it pays, of course, to sell forward sterling at 3 
months now (to be covered by subsequent spot buy- 
ing) until the forward rate has dropped to about 
12.09. There thus arises a speculative excess supply 
which tends to force the forward rates down to the 
expected new margin. This in itself does not affect 
the spot rate, which is influenced in the first place 
through the high discount on sterling brought 
about by the speculation that tends to cause a 
heavy flow of capital by way of interest arbitrage 
from England to Sweden. The swap transactions 
which this calls for (selling of spot sterling and 
buying of forward sterling) check the fall of the 
forward rates and cause a reduction of the spot 
rate (probably down to the lower limit of the spot 
margin). In the second place the trend is ac- 
celerated by the commercial foreign exchange 
transactions through a tendency arising, at a given 
level of imports and exports, for retarded import 
payments — which gives rise to a fall in the 
demand for spot sterling and, possibly, to increased 
forward buying if, that is to say, the forward rates 
have dropped sufficiently and expedited export 
payments (with an increased supply of spot ster- 
ling and, possibly, reduced forward sales in con- 
sequence). Besides, imports naturally tend to 
decline and exports to rise. Finally, isolated specu- 
lative selling of spot sterling may conduce towards 
bringing the spot rate down to the lower limit of 
the existing margin. 


The fixing of exchange rates with the current spot 
margin in existence together with a discount on 
sterling quoted by the Riksbank 


We shall now pass on to the problem of how the 
fixing of rates is affected if the Riksbank starts 
to quote a certain discount on sterling, while we 
are still disregarding the present foreign exchange 
control; at the end of this section we shall consider 
the restriction on the speculative buying and selling 
of foreign exchange but not that on interest ar- 


bitrage, which will be dealt with in a subsequent 
section. To begin with, we presume that there are 
quite well-founded expectations as to the spot 
margin’s remaining unchanged. 

The highest spot rate is 14.59 1/2. It follows 
that the maximum discount on sterling within the 
spot margin works out at 22 6re (14.59 1/2— 
14.37 1/2), which under a 3-month forward con- 
tract corresponds to 6.0 per cent per annum. If 
therefore there were only forward contracts at 3 
months to take into account, obviously the present 
margin for spot rates would afford ample scope for 
a policy of the Keynes type; 6.0 per cent per 
annum is a fair-sized margin to have at disposal. 
If, for example, Sweden wishes to maintain a 3 
per cent lower interest level than that in England, 
and desires at the same time a substantial influx of 
capital by way of interest arbitrage, a discount on 
sterling of 5 per cent per annum should suffice; 
this corresponds to a discount (on a 3-months’ 
contract) of 18 dre. If the Riksbank were to quote 
this discount, the spot rate would rise to the neigh- 
bourhood of the margin’s upper limit, while the 
forward rate would lie just above the lower limit. 

However, the fact that forward dealing at even 
a longer period than 3 months is practised reduces 
the scope of the spot margin for interest differenti- 
ation. The maximum discount within the spot 
margin, 22 dre on the spot rate of 14.59 1/2, falls 
of course, in proportion to the delivery period if 
the discount is calculated in per cent per annum 
of the spot rate. At 6 months’ delivery the discount 
corresponds to 3.0 per cent, and at 12 months’ 
delivery to only 1 1/2 per cent. According to the 
existing regulations the maximum delivery period 
is one year, with a possible extension to 1 1/2 
year. Moreover, “normally” the rule is that the 
percentage rate of discount must be more or less 
the same for forward contracts with different 
delivery periods (otherwise arbitrage will in these 
circumstances prove profitable).1 If we may as- 
sume that the longest delivery period which practi- 
cally speaking need be considered is one year, the 


1 This applies to the expectation of an unchanged 
discount (premium). When the expectations are other- 
wise, the discount percentage need not necessarily be the 
same at different delivery periods. The problem can be 
treated quite analogously to that of the rates of interest 
on loans with different maturities. 
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maximum discount that can be quoted by the 
Riksbank within the spot margin will be: 


discount on 
the spot rate 
for sterling 


3 months forward .............. 5 1/a dre 
67» SS, earn ten Ac HOA Ii ore 
9 » le ney eer NA Mc 16 1/2 Gre 
[ys SEAR Hak sey is 22) ore 


which would result in the following quotations for 


sterling: 
SPOt sean aptde tee Resa aie 14,59 4/2 
3, months forward ns.556 ore a eee 14.54 
6 » Ne ee as ae Oey oe 14.48 4/2 
os De) Us ais snag ae as, 14.43 
12 So READ on ooo ne 14.37 1/2 


corresponding, as we saw, to a discount in per- 
centage per annum of only 1 1/2 for all forward 
rates. So that if it is now reckoned that an addi- 
tional interest rate of about 1 per cent is necessary 
for inducing a transfer of capital and it is desired 
to pursue a policy of short-term capital import via 
interest arbitrage, then clearly the same level of 
interest as the English one is necessary in Sweden. A 
policy such as that proposed by Keynes entailing 
both short-term capital import and a lower in- 
terest rate in Sweden thus becomes impossible if 
the forward rates are to be kept within the spot 
margin. We may draw a comparison here with 
Keynes’ own trouble over the gold points (cf. my 
previous article); the extreme limits of the spot 
margin acquire vis-a-vis the forward rates the 
same importance as the gold points. A widening 
of the spot margin is, however, a matter of interna- 
tional agreement, so that it cannot be counted 
upon; under favourable conditions, however, it is 
necessarily an essential prerequisite for the forward 
market policy recommended by Keynes. 

The fact is that, as previously mentioned, the 
present control means not only that a margin has 
been fixed for the spot rates but also that specu- 
lative buying or selling of forward exchange is in 
practice being done on only a minor scale; and this 
latter circumstance possibly redeems Keynes’ policy 
insofar that — even when it is quite certain that 
the spot margin will remain unchanged in the 
future — it enables a higher discount to be quoted 
than corresponds to the spot rate margin and thus 


permits the Riksbank to set the forward rates either 
wholly or in part outside the spot margin. 

As already explained in the foregoing section, 
an excess demand for forward exchange will arise 
at a forward rate below the lower limit of the spot 
margin. The Riksbank clearly has to meet this ex- 
cess demand by selling a corresponding amount 
forward. The excess demand may, as explained 
above, derive from both speculative buying and 
commercial buying as well as interest arbitrage. 
The emergence of speculative buying — which 
constitutes the very hazard which Keynes’ policy 
involves (cf. the discussion in my previous ar- 
ticle) — is, however, restricted by the prevailing 
foreign exchange regulations. Insofar as this re- 
striction of speculative buying is effective, there 
remains then an excess demand arising out of com- 
mercial transactions and interest arbitrage, but it 
is precisely an excess demand for forward exchange 
that Keynes’ policy aims at inducing, and which 
the Riksbank has to cope with. For at least part 
of this excess demand has its counterpart in an 
increase in the reserves of spot exchange. Interest 
arbitrage vis-a-vis Sweden implies precisely an in- 
creased supply of spot exchange and an increased 
demand for forward exchange. Admittedly the 
excess demand arising out of commercial transac- 
tions is partly accounted for by the fact that ex- 
porters who grant credit cease selling forward and 
importers who have obtained credit start buying 
forward (this does not .affect the spot reserves), 
though it is also due in part to importers’ allowing 
smaller credits and importers’ taking larger credits. 
It cannot, however, be denied that there is a 
possibility that speculative buying on the part of 
foreign quarters takes place via the (permitted) 
bilateral forward transactions between Swedish and 
foreign commercial banks. It would probably be 
difficult to control this kind of speculation by 
prohibiting all bilateral forward dealing (which 
would not be a very wise expedient); the most 
effective weapon against such speculative buying 
would no doubt be to allow some uncertainty to 
prevail in regard to the future spot rates (cf. my 
previous article). 

Hitherto in this section we have assumed that 
an unchanged spot margin was expected as a 
certainty. Expectations of a change in the spot 
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margin have in themselves no bearing on. the 
Riksbank’s possibilities of quoting forward rates or 
a discount on the spot rates, though they are, of 
course, of importance as affecting the Riksbank’s 
stock of purchases or sales in the forward market, 


even if the possibilities of purely speculative trans- 


actions are limited, and they may, of course, in 
extreme cases — when there are expectations of a 
depreciation of the Swedish krona — entail only 
a small increase in the spot reserves in comparison 
with that in the Riksbank’s forward commitments. 
Whether this is solely a disadvantage may be ques- 
tioned. If purely speculative transactions on the 
forward market are effectively restricted, the in- 
crease in the Riksbank’s commitments which does 
not involve any accumulation of spot reserves 
would, among other things, derive from Swedish 
foreign trade, in respect of which the exchange 
rate risks are covered to a greater extent than 
normally as far as imports are concerned and to a 
smaller extent where exports are concerned (cf., 
further, the section below entitled “Special prob- 
lems of arbitrage”). It might perhaps be said that 
this is a reasonable service for the Riksbank to 
render to foreign trade (however, cf. below on 
“The Riksbank’s costs and risks”). 


The significance of the limitations imposed on 
interest arbitrage 


As a third characteristic feature of the present 
foreign exchange control were cited above the 
limitations imposed on interest arbitrage, which in 
practice could not be dealt in without the special 
permission of the Riksbank. This is manifestly a 
fundamental obstacle to a policy such as that 
proposed by Keynes. The effects of such a policy 
are then confined entirely to the import of capital 
via commercial credits. We must of course suppose, 
therefore, that if the Riksbank were to adopt such 
a policy it would have to permit swap transactions 
for interest-arbitrage purposes. 

However, decontrolling such swap dealings 
would not by itself be entirely satisfactory. For, 
with the limitations that otherwise exist at present, 
interest arbitrage would be confined to transac- 
tions of the swap-and-deposit type, where the only 
form of foreign investment for Swedish banks 


(without a special permit from the Riksbank) is 
deposits on current account abroad, while similarly 
foreign banks’ sole means of investment here is on 
current account (“allmant konto”). This has the 
important consequence that these investments do 
not bear interest.t These circumstances are of vital 
importance to the policy we are discussing. 

If money transferred to Sweden as the result of 
a swap transaction can only be deposited on a non- 
interest-bearing account, this, of course, means, 
from the interest-arbitrage aspect, that interest is 
nil in Sweden. What decides whether or not 
capital is transferred to Sweden is, then, exclusively 
the English interest rate and the discount on for- 
ward sterling. If the discount on forward sterling, 
calculated in per cent per annum of the spot rate, 
is higher than the English interest rate, capital is 
transferred from England to Sweden; similarly, if 
the premium on forward sterling is higher than the 
Swedish interest rate, capital is transferred from 
Sweden to England. Suppose that the interest rate 
in England is 5 per cent and in Sweden 3 per cent, 
and consider only forward dealing at 3 months. If 
capital is to be transferred from England to 
Sweden, a discount exceeding about 18 Gre is 
necessary, which means that the spot rate must be 
in the neighbourhood of the upper limit, 14.59 1/2, 
and the forward rate in the neighbourhood of the 
lower limit, 14.37 1/2, of the spot margin. For 
capital to be transferred in the opposite direction 
a premium in excess of 11 6re is necessary. The 
spot rate must lie between 14.48 1/2 and 14.59 1/2. 
Quite considerable changes in the discount/premi- 
um may thus be necessary in order to steer the 
flows of capital. Between a discount of 18 dre and 
a premium of 11 Gre there will be no transfer of 
capital.2 


1 This applies in the main at any rate to Swedish 
banks’ investing deposits abroad. Earning interest on 
current account abroad is only possible on a_ limited 
scale. Moreover, foreign money is not accepted at all 
on an interest-bearing basis in Swedish commercial banks 
on account of private agreement between them dating 
from the 1930s. Outside the commercial banks foreign 
funds may only be invested with permission from the 
Riksbank, whereas no permit from the Riksbank would 
be required for depositing money on an interest-bearing 
account in the commercial banks. 

2 This, however, is only a truth subject to modifica- 
tion. Suppose that the discount on sterling (3 months) 
has been maintained by the Riksbank for a time at 20 
é6re and that this has induced a transfer of capital from 
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In addition, however, there is the further more 
or less decisive fact that, insofar as funds which 
are transferred as a result of swap transactions — 
irrespective of the direction in which the transac- 
tions take place — can only be deposited as spot 
money in a domestic or a foreign bank, as the case 
may be, the country’s (the Riksbank’s plus the 
commercial banks’) net holdings of spot foreign 
exchange will not be affected by swap transac- 
tions. If the foreign exchange reserve is to be in- 
creased by a swap transaction with Sweden the 
funds “swapped” to that country must obviously 
be deposited on a time account or on an account 
subject to call with a Swedish commercial bank 
or else invested outside the commercial banks.' 

Thus the present restrictions on interest arbi- 
trage would appear to be a serious obstacle to the 
pursuit of a policy such as we are discussing here. 
The necessity for comparatively substantial changes 
in the discount/premium on forward exchange, 
and thus, too, in both spot and forward rates, is 
perhaps immaterial, though for commercial trans- 
actions an excessive tendency for the rates to 
fluctuate may be awkward. Moreover, the Riks- 
bank’s costs incurred by pursuing a forward market 
policy will manifestly be far higher if no interest 
is earned from the deposit of the foreign funds in 
this country. For this reason alone, therefore, it 


England to Sweden. Now if this discount is lowered to, 
say, 15 Gre, it will certainly not pay Swedish commer- 
cial banks to transfer capital to England, but nor does 
it pay English investors any longer to renew their en- 
gagements in Sweden; the English capital will therefore 
have to be taken home, and until this is done there 
will be a flow of capital from Sweden with a decline in 
the Swedish spot reserve as a consequence (this must, 
of course, be the Riksbank’s intention). Not until the 
withdrawal of foreign capital invested in Sweden up till 
then through swap deals has been completed will a jump 
in the Riksbank’s quotation be called for. If from the 
Riksbank’s point of view the amount of foreign capital 
withdrawn does not prove sufficient — but only then 
—, the Riksbank has to see to it, by quoting a premium 
on sterling higher than 11 Gre, that Swedish capital is 
invested abroad. 


1 It is of course open to question whether it really is 
rational when estimating the foreign exchange reserve to 
deduct debts on current account due to foreign countries 
insofar as they have been created through swap trans- 
actions. Let us suppose, for instance, that an English bank 
does a swap deal by buying from a Swedish bank Swed- 
ish kronor (selling sterling) spot and at the same time 
selling Swedish kronor (buying sterling) forward. This 
may then imply that the Swedish bank increases its 
(sterling) deposit in the English bank while at the same 
time the English bank has to increase its (kronor) de- 
posit in the Swedish bank. Further, we imagine that, as 


might seem advisable, if the Riksbank were to 
adopt such a policy at this juncture, to bring 
about such an alteration of the commercial banks’ 
private agreement that capital transferred through 
swap transactions can be deposited on interest- 
bearing accounts in a Swedish bank, and to amend 
the provisions of the foreign exchange control to 
the effect that the commercial banks might place 
such funds outside the commercial banks them- 
selves and, further, that funds can be deposited at 
interest abroad. Moreover, the fact that funds 
transferred here through swap transactions can 
only be deposited on current account will mean, 
as the foreign exchange reserve is at present de- 
fined, that the whole point of Keynes’ forward 
market policy is missed, and even if it is argued 
(cf. the note) that funds transferred here through 
swapping and deposited on current account actu- 
ally increase the “real” foreign exchange reserve, 
it is nevertheless obvious that the more firmly 
these funds are pegged during the term of the 
swap the more “real” will the increase in the for- 
eign exchange reserve become. 


Special problems of arbitrage 


So far we have carried on our discussion all the 
time as if there were only two currencies, Swedish 


far as the forward selling of sterling is concerned, the 
Swedish bank has covered itself in the Riksbank at the dis- 
count for forward sterling quoted by the latter. Accord- 
ing to the Swedish definition of the foreign exchange 
reserve, the two deposit increases eliminate one another 
and no change takes place in the foreign exchange re- 
serve. However, in spite of the two accounts being current 
accounts there is an essential difference between them. 
Whereas the Swedish bank need not feel committed in 
the event of its utilizing its increased balance in account, 
the English bank has to bear in mind its forward con- 
tract, which stipulates that Swedish kronor are available 
when the forward contract reaches maturity. Even if the 
English bank has its Swedish kronor deposited as sight 
funds and is thus able formally to use them at its own 
discretion (possibly buying sterling spot for them), never- 
theless they are in effect pegged to the forward contract 
resulting from the swap transaction. It can certainly be 
argued that a swap can always be eliminated in advance 
by a corresponding swap in the other direction; in our 
case such a swap would imply that the sight funds were 
repatriated while at the same time the original forward 
purchase was covered by a forward sale. But in the cir- 
cumstances of our example a swap of this kind would 
necessarily result in a loss. Normally, therefore, no such 
deal should take place, and to that extent we are justified 
in saying that the Swedish liability to abroad on current 
account is only a formal one and should therefore be dis- 
regarded when the amount of the Swedish foreign ex- 
change is estimated. 
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kronor and English pounds sterling. Is it. im- 
material that many other currencies exist and that 
the Swedish krona does not exactly belong to the 
internationally most important currencies, and that 
commerce is carried on between other countries 
than just England and Sweden? This is undoubt- 
edly the case, and I shall briefly touch upon a 
couple of by no means unimportant points that 
arise in connection with the existence of a number 
of countries and currencies. 

In the first place it is obvious that, when a 
number of currencies exist and an effective trade 
is being done in arbitrage, a country cannot main- 
tain arbitrary ratios between its exchange rate 
quotations without certain consequences arising. 
That this holds true of the spot rates is well known; 
it also applies, of course, to the mutual ratios of 
the forward exchange rates. To the extent, there- 
fore, that the Riksbank wishes to quote a discount 
on, say, sterling in order to induce short-term capi- 
tal to come to this country via interest arbitrage 
(that is to say, arbitrage between spot and for- 
ward exchange), it has to lower all other forward 
rates in a corresponding degree. Otherwise the 
Riksbank would be selling to arbitragers such for- 
ward exchange as it quoted particularly low in 
comparison with forward rates abroad and receive 
in payment such forward exchange as it quoted 
comparatively high. However, this hardly involves 
any difficulty in principle, although it might 
undoubtedly require a good deal of practice, and 
perhaps some luck as well, to find the right ratios 
when fixing the rates. 

Another, and more important, problem is this: 
when the Riksbank quotes forward rates that de- 
viate from those applied abroad, then other coun- 
tries’ foreign trade, and possibly also other foreign 
buyers (cf. my earlier observations on foreign specu- 
lative buying) will naturally procure their forward 
exchange from the Riksbank — via the permitted 
bilateral transactions — to the extent that the 
Riksbank sells forward exchange more cheaply than 
it can be procured abroad. Such selling of forward 
exchange involves the Riksbank in costs without 
contributing towards any increase in the spot 
reserves. The same problem possibly arises, as 
mentioned above, in connection with the Swedish 
foreign trade through importers who in any case 


would import on credit preferring to buy forward 
exchange at the low rates which the Riksbank 
possibly quotes. The question is what degree of 
importance attaches to this, purely quantitatively. 
It stands to reason that if the Riksbank is to 
provide the entire European payments area with, 
say, forward sterling, the costs involved may prove 
to be overwhelming. For if all European com- 
mercial buyers of forward sterling were to flock to 
the Riksbank (via foreign commercial banks), for- 
ward sterling on markets abroad would fall cata- 
strophically. The question is simply this: How 
large a demand would have to be switched over 
from foreign markets to the Riksbank for the dis- 
count and premium on forward exchange, as the 
case may be, on foreign markets to adjust them- 
selves to the Riksbank’s quotations? If the forward 
rates on foreign markets are very sensitive (cf. 
Keynes’ and Hawtrey’s views on the forward mar- 
kets) perhaps only a small-scale transfer would 
be necessary; if the foreign quotations are slow to 
react, then prohibitive sums from the Swedish 
point of view may be involved, and if the Riksbank 
acts solely on a bilateral basis foreign buyers must 
acquire Swedish kronor for payments, a circum- 
stance which should tend to increase the demand 
for forward Swedish kronor, with the result of a 
rapid adjustment of the rates on foreign forward 
markets. 


The Riksbank’s costs and risks 


We have already on several occasions touched 
upon the question of the Riksbank’s costs, which 
represent, of course, the difference between spot 
rates and forward rates.’ Their size depends partly 
on-the volume of capital imports, partly on the dis- 
count that is necessary in order to induce the im- 
port of capital, and finally on the costs that arise 
in transactions with speculators abroad and also 
with exporters or importers in Sweden or in for- 
eign countries, and which in a certain sense may 
be said to be “without avail’. The arithmetical 
examples given in the previous article do not of 
course pretend to be realistic. Since these costs 
arise in the form of payments to other countries, 


1 Tf a premium is quoted there naturally arises a 
profit. We disregard this case here. 
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they have to be effected by reducing the foreign 
exchange reserve (or by increased borrowing from 
abroad), so that they are of no domestic signifi- 
cance. If, subsequently, the Riksbank itself is al- 
lowed to register a deficit (or a reduced surplus) 
or if the Riksbank is subsidized via the State 
Budget, this per se is immaterial. 

It should be observed, however, that if a de- 
preciation of the spot rates occurs the Riksbank 
may suffer heavy losses. This eventuality has been 
particularly stressed in discussion on the subject 
in Britain as an argument against the Public 
Authorities’ pursuing a policy by way of the for- 
ward market. If at a spot rate of 14.50 the Riks- 
bank has quoted a discount of 20 Gre on sterling 
(3 months) and has thereby had to assume for- 
ward commitments to an amount of, say, 500 mil- 
lion kronor; if, further, the Riksbank has sold the 
corresponding spot exchange in order to cover an 
import surplus and then raises the spot rate to 
16.50, it will suffer a loss of between 60 and 70 
million kronor when the time comes to fulfil the 
forward contract by delivering spot exchange. 
Actually, however, this is merely what happens 
whenever the Public Authorities borrow abroad, 
and it might fairly be said that, if the Riksbank is 
nevertheless incapable of maintaining the spot 
rates, it should give up trying to pursue such a 
policy. 

It would seem, however, that an unforeseen 
partial depreciation might be forced upon us from 
abroad, as might be the case if an individual for- 
eign country were to appreciate its currency. Are 
not, then, losses inevitable? The answer to that is 
that, even if a partial depreciation is admittedly 
unavoidable, it does not necessarily follow that 
Sweden will also have to suffer an average de- 
preciation. If a foreign country appreciates and 
thereby depreciates Swedish kronor vis-a-vis that 
country’s currency, Sweden can of course counter 
this by appreciating her own currency against all 
foreign exchanges by so much as to allow the ex- 
change rates to remain, on an average, unaltered. 
If the Riksbank pursues such a policy with a view 
to the spot rates — and for a country that is 
anxious to stabilize the value of money (as Sweden 
certainly is) that is virtually an essential line of 
policy — the Riksbank’s above-mentioned risks are 


of course eliminated. Moreover, the Riksbank has, 
on the other hand, a chance of making a profit on 
a depreciation of foreign currencies — a possibility 
which in practice is perhaps of greater importance, 
since it does not often actually happen that a 
country appreciates its currency. 


An alternative to Keynes’ forward 
market policy 


As has already been pointed out several times, 
the exchange policy discussed here is, strictly 
speaking, an interest differentiation policy enabling 
the maintenance of an interest rate for certain 
types of foreign capital that differs from the gener- 
al interest level prevailing in the country. It may 
be asked whether it would not be possible to con- 
duct such a policy in some other way than via 
the forward rates. It is of course feasible, even if 
it is certainly difficult to produce a complete 
substitute for the policy suggested by Keynes. 

Let us confine the discussion to the conditions 
prevailing under the present foreign exchange 
control, applying it only to a situation in which 
the Riksbank desires to maintain a lower interest 
level than that current abroad, while at the same 
time, by means of unofficial short-term capital im- 
ports, increasing the foreign exchange reserves. A 
policy conducted via the forward rates will then 
induce capital imports by way of both interest 
arbitrage and commercial credits. 

However, it should also be possible, in principle,. 
to effect in another way a differentiation of in- 
terest in respect of capital that is transferred from 
abroad via interest arbitrage. In a way, of course, 
there already exists such a (potential) interest 
differentiation in the fact that these funds cannot 
be invested at interest. All that is necessary is, for 
example, to permit this money, either directly or 
indirectly through the commercial banks, to be 
used for buying “Riksbank bills” especially issued 
for the purpose by the Riksbank. By varying the 
discount rate on such bills (both the interest abroad 
and the spot and forward rates being duly taken 
into account) the Riksbank would then be able 
within certain limits to control the size and the 
direction of the interest arbitrage. When forward 
rates do not deviate too much from the spot rates 
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a very low interest rate on these Riksbank. bills 
would suffice to discourage the import of capital, 
just as it is always possible to quote so high an 
interest rate that capital is attracted to the country. 
When the policy takes this line, however, the for- 
ward rates are no longer given, but through a 
premium arising on sterling they will instead adjust 
themselves to the interest — earning possibilities — 
which in turn will tend to check the flow of capital 
and, in the extreme case where the forward rates 
adjust themselves very rapidly, the transfers of 
capital may perhaps be on a very small scale (cf. 
Keynes’ and Hawtrey’s view referred to earlier). 
But at this point the spot margin again enters the 
picture. If the premium on sterling that corre- 
sponds to the difference between the English in- 
terest rate and the interest on the Riksbank bills is 
greater (in Gre) than the spot margin, then as soon 
as the spot rate has dropped to the margin’s lower 
limit and the forward rates have risen to the upper 
limit, there is bound to be a permanent margin of 
profit earned on interest arbitrage from England 
to Sweden. On the other hand, it is not impossible 
that the forward and spot rates may move in such 
a way (e.g. upon heavy speculation in a deprecia- 
tion of sterling) as to induce an import of capital 
via interest arbitrage in spite of the Riksbank’s 
reducing the interest rate on its bills to nil; the 
interest on these bills cannot, of course, be less 
than nil. 

Besides, there is the essential fact that the Riks- 
bank cannot influence commercial credits in this 
way. It is difficult to see how the Riksbank could 
possibly bring interest discrimination to bear on 
them without manipulating the forward rates. 
Even if it were conceivable that the Riksbank al- 
lowed exporters and importers to buy the above- 
mentioned Riksbank bills — which might of course 
be an inducement for exporters to reduce their 
sales on credit and for importers to increase their 
credits, most exporters and importers carry on also 
forms of economic activity other than export and 
import business, and no absolute differentiation 
between international money and domestic money 
would be attainable. 


It is quite evident, therefore, that any attempt at” 


interest differentiation along these lines would af- 
ford the Riksbank smaller possibilities of influ- 


encing short-term capital imports/exports than 
would Keynes’ policy via the forward rates. On 
the other hand, it need not necessarily be a disad- 
vantage that the commercial credits are not af- 
fected; reduced credit facilities on the export side, 
for instance, may in the somewhat longer run have 
an adverse effect on the balance of payments on 
current account. 

The dilemma facing monetary policy which has 
been discussed in this and the previous article may 
be said to be due ultimately to a desire to attain 
two objects at the same time — one concerned 
with the development of the foreign exchange 
reserve and one domestic — and to the fact that 
only one, the interest rate, has been considered to 
be available. The task, then, is to create an addi- 
tional instrument; a forward market policy, in- 
terest differentiation, then becomes such an in- 
strument. If fiscal policy is brought into the picture, 
the problem naturally changes its aspect: there 
is then the possibility of there being instruments 
of fiscal policy. If the object of the domestic 
task assigned to low interest — and this again 
implies that the interest policy may be entirely 
directed towards achieving the object of foreign 
exchange policy. If the object of the domestic 
policy is, quite generally, to engender increased 
employment, the task is easy; the Authorities can 
then bring about a suitable expansion by means 
of their fiscal policy, while the Riksbank adjusts 
the interest level in keeping with the ends of its 
foreign exchange policy. It is, however, far from 
certain that sufficiently perfect substitutes for the 
low domestic interest rate are invariably to be 
found in the field of fiscal policy. If the function 
of the low interest rate is to induce a large volume 
of anvestment an attempt can be made, of course, 
to substitute for the low interest a reduction of the 
corporation income tax, but even if this measure 
should succeed in inducing the required volume of 
investment, the direction and the composition of 
the investments would be quite different from 
those to which the low interest rate would give 
rise. If low interest is desired for reasons of income 
distribution or housing policy, it will perhaps be 
still more difficult to find acceptable substitutes in 
the field of fiscal policy.* 


1 See, for instance, Guy Arvidsson’s discussion of a 
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Although therefore it must be admitted that in 
certain cases modern fiscal policy makes it possible 
altogether to avoid the dilemma under discussion, 
on the other hand it is manifest that the domestic 
objective may be such that it is highly desirable to 
be able to make a discrimination of interest along 
Keynes’ lines. This is most clearly illustrated if the 
Authorities simply are determined, come what may, 
to have a low domestic interest rate, but even when 
they exhibit a more “rational” behaviour interest 
discrimination of this kind may clearly be neces- 
sary if the objective of economic policy is to be 
gained. 


Summary 


In the previous article we described in more 
general terms the lines of thought that lie behind 
Keynes’ forward market policy which aims at 
directing the short-term international capital move- 
ments without making use of the domestic interest 
policy for the purpose and without adopting quan- 
titative controls. In the present article we have 
discussed the possibilities of and the risks attending 
such a policy within the compass of the prevailing 
control system. Obviously a forward market policy 
of this kind presupposes that a number of amend- 
ments must be made to the current regulations. 
The most important amendments would appear to 
be the following: 

1) Swap deals should be completely decontrol- 
led; in this way interest arbitrage would become 
open to both the commercial banks and the gener- 
al public. However, for the sake of control in other 
respects such business ought still to be transacted 
through the commercial banks. 

2) The Riksbank should allow the commercial 
banks and the general public to deposit funds 
derived from interest arbitrage on an interest (and 
thereby on a time) basis abroad. 

3) The Riksbank must in some way or other 
(with the Interest Control Act to hand this could 
not possibly cause the Bank any serious difficulties) 
see to it that the commercial banks’ private agree- 


similar problem in connection with housing finance policy 
in Bostadsfinansiering och kreditpolitik (The Finance of 
Housing and Credit Policy), Stockholm 1958, pp. 106 
et seq., especially pp. 127—8. 


ment not to accept foreign funds on interest- 
bearing accounts is cancelled, just as the Riksbank 
will have eventually to permit foreign interest 
arbitrage funds to be deposited outside the com- 
mercial banks. 

4) Commercial banks and the general public 
should be permitted to borrow abroad for interest 
arbitrage purposes. 

5) Foreigners should be allowed to borrow in 
Sweden for interest arbitrage purposes. 

6) The Riksbank should quote daily a suitable 
discount (premium) on forward exchange and 
enter into contracts (possibly only with the com- 
mercial banks) at that rate of discount (premi- 
um). 

The discussion in this and the previous article 
does not of course provide exhaustive information 
about the significance and the consequences of 
such a policy. A number of “practical” problems 
are not touched upon at all. One of these is the 
question of the size of the amounts that may con- 
ceivably be transferred in this way to or from 
Sweden. This depends, inter alia, on the foreign 
exchange controls and the credit market condi- 
tions prevailing abroad. Another important ques- 
tion is how other countries’ central banks may 
react if Sweden, either ad hoc or as a permanent 
phenomenon, starts to pursue such a policy. It is 
part of the picture that other countries’ foreign 
exchange reserves are influenced in the opposite 
direction by the Swedish! Finally, it should be 
observed that the Riksbank is able to risk incurring 
substantial losses “to no advantage” upon selling 
to parties other than interest arbitragers. It rests 
with the experts practising on the foreign exchange 
market to gauge the significance of all these cir- 
cumstances. 

Foreign exchange policy via the capital move- 
ments can also be conducted in other ways than 
by the forward market policy discussed here. In a 
previous section we have mentioned the possibility 
of exercising a more direct interest discrimination 
by making available special “Riksbank bills”, and 
it is conceivable, of course, that the Authorities 
themselves might run the business of borrowing 


and lending abroad. Which method is to be pre- 


ferred depends on a number of factors, among 
which may be mentioned such questions as which is 
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the cheapest way, what amounts can be procured 
by the different methods and, finally, whether it is 
desired that commercial credits shall be affected 
by the policy. 

The policy discussed here offers no panacea for 
foreign exchange troubles, as will no doubt be 
gathered from the difficulties brought to light in 
the course of the discussion — and still a number 


of problems of a more practical, administrative 
character have not been touched upon at all. But 
as a likely possibility for the better short-term 
“nursing” of the foreign exchange reserve together 
with a larger degree of short-term independence of 
the domestic interest policy and some relaxation of 
the present quantitative control, it appears to be 
a policy worth considering. 
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THE AGRICULTURAL 
ECONOMIC RESEARCH INSTITUTE 


BY HALVDAN ASTRAND 


The agricultural organisations 


Swedish agriculture is characterised by the 
preponderance of smallholdings, where more than 
80 per cent of the total work is done by the farmer 
himself, assisted by the members of his family, and 
where an employer with more than 10 labourers 
who work for him throughout the whole year is 
relatively exceptional. In order to safeguard their 
mutual interests the farmers have organised them- 
selves into two organisations, the one trade union 
and the other producer-cooperative. The principal 
trade union organisation, Riksforbundet Landsbyg- 
dens Folk (RLF), the Swedish National Farmers 
Union, comprises 180,000 members, a number 
that should be compared with the total number of 
farms in the country, which amounts to 270,000 
of over 2 hectares and 180,000 of more than 5 
hectares. The producer-cooperative movement em- 
braces buying and selling organisations and the 
processing industries, and includes in its activities 
credit arrangements as well as, in certain cases, the 
distribution and retailing of foodstuffs. Those 
bodies connected with the head organisation in 
this field, Sveriges Lantbruksférbund (SL), the 
Federation of Swedish Farmers Associations, boast 
a total membership of 1.1 mill., employ a staff of 
about 38,000 and have, together with the produc- 
ers, a total annual assets figure of over Kr. 4 
milliard. The capital owned by the economic 
cooperative movement exceeds Kr. 550 mill. 

The severe depression at the end of the 1920s 


Halvdan Astrand has been Head oi the Agricultural Eco- 
nomic Research Institute, Stockholm, since the beginning ot 
its activities in 1950. He is from January 1959 Managing Di- 
rector of the Swedish Association of Rural Credit Societies. 


and the beginning of the 30s acted as a powerful 
stimulant to the aims of the farmers’ organisations 
and one can safely say that this period saw the 
birth of the modern cooperative movement. After 
a certain amount of opposition from both parties 
had been overcome, the trade union and the eco- 
nomic association’s representatives have since 
worked side by side, when, for example, the agri- 
cultural industry had to be represented before the 
Government. These cooperative ties were further 
strengthened during the war years and led to, 
inter alia, the formation of a joint negotiating body. 

During the years of crisis the whole of Swedish 
agricultural production became the object of ex- 
tensive controls, the aim being to safeguard the 
country’s supply of foodstuffs, and at the same 
time an attempt was being made to prevent prices 
rising too steeply. In this connection, the farmers’ 
organisations made a significant contribution and 
actively assisted in the realisation of the Govern- 
ment’s aims. SL had set up earlier a special research 
department, and the work that was carried out 


- here came to have considerable importance for 


the system of price controls during and immediately 
after the war, mainly through the efforts of A. H. 
Stensgard. Also RLF had special research workers 
in its secretariate. The farmers’ organisations’ in- 
vestigators cooperated closly with representatives 
of the special government body that had been 
established to deal with agriculture during the 
period of crisis, Statens Livsmedelskommission, the 
State Foodstuffs Commission, particularly with 
regard to the farm prices review (estimates of 
agricultural incomes and costs), which were for 
many years the basis of the annual price negotia- 
tions between the Government and the farmers. 
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A few years after the end of the war this Commis- 
sion was replaced by a permanent government 
department, Statens Jordbruksnimnd, the State 
Agricultural Marketing Board. A lively discussion 
now arose about how and where the research work 
for agricultural price policy should be carried 
out. The farmers’ organisations considered it 
natural that a substantial part of this work should 
be done under their administration, as the most 
important research material came mainly from 
the farmers themselves. However, this would mean 
a considerable reorganisation of their research 
departments, and it is against this background that 
we see the rise of the Agricultural Economics 
Research Institute. 


The Research Institute’s organisation 
and sphere of work 


In the autumn of 1949 the organisations jointly 
appointed a committee, the Chairman of which 
was G. Liedberg, who was himself an estate owner, 
with the task of drawing up plans for an agri- 
cultural research institute. After but a few months 
a proposal was submitted which was accepted by 
the Boards of both SL and RLF. It was decided 
that a research institute should be established and 
run along the lines of a partnership and that it 
should, if possible, begin its activities as soon as 
the summer of 1950. The main points of the 
partnership agreement are as follows: 

1. The aim of the Institute is to conduct research 
and make investigations into such economic and 
social conditions as are of importance for Swedish 
agriculture and the farmers. 

2. Within the framework of a generally worded 
programme of work the Institute shall pursue its 
activities along scientific lines and the results shall 
be published to the extent that they can be ex- 
pected to be of general interest. 

3. The Institute shall have an administration 
separate from that of SL and RLF which shall 
have a special board of three members, two of 
whom are to be the selected representatives of 
each of the organisations, while the remaining one, 
who shall be the Chairman, is to be appointed by 
the organisations’ cooperative body. 


4. The Board shall apply for the necessary an- 
nual grants from the sponsor organisations, pre- 
scribe the programme of work and the budget, 
decide upon the appointment of the Head of the 
Institute and other officials, and be required to 
give directions concerning the publication of the 
results of the Institute’s research. 

5. The Head of the Institute must be qualified 
in the field of economics, sociology or statistics, 
and he is to direct, supervise and coordinate the 
work of the Institute, being held responsible to 
the Board for the publication of the results of 
research. 

6. The costs of the Institute’s activities shall, 
as a general rule, be covered by SL and RLF in 
the ratio of 2: 1. 

In the programme of work outlined above a 
number of tasks were enumerated which together 
covered a very wide field. They were split up into 
four groups and for each group there should be a 
special department or work-group in the Institute, 
consisting of a qualified departmental chief, one 
or two assistants with a university education, as 
well as a number of clerks to help with the ac- 
counting and writing work. However, it is assumed 
that the departments will to a great extent be 
working together and that the personnel should, if 
necessary, be able to move from one to the other. 

At the beginning of June, 1950, the first three 
departments were organised. In 1952 the fourth 
was also completed, and the autumn of 1956 saw 
the addition of a fifth and final department. The 
division of work between them has, in the main, 
been made in the following way: 


I. The Statistical Department and the 
RLF-Register 


The original intention was that this department 
should chiefly be at the service of the other depart- 
ments in that it would be responsible for the col- 
lection and classification of statistical material as 
well as having mathematical and statistical experts 
on its staff for the preparing of the investigations 
on the basis of random samples. It had, therefore, 
proportionately more non-graduates amongst its 
members than the other departments. However, 
it soon became evident that the departmental 
chiefs were both capable of and interested in 
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carrying out independent research work. The de- 
partment’s job of being the Institute’s personnel- 
reserve still remained though, and the mathematical 
and statistical advice has proved to be of great 
value, not only in the planning of various research 
projects but also of course in the study and ap- 
praisal of the reliability of the results. 

One of the main problems that has to be faced 
by every economic research organisation is that 
of obtaining at the outset reliable and representa- 
tive material for their work. As far as agriculture 
is concerned, the primary economic units are 
small, numerous and dispersed over a very wide 
area, while only a very small proportion of farms, 
perhaps one or two per cent, keep some sort of 
books of account. Work in a one- or two-man 
enterprise is usually organised in a very rudimen- 
tary fashion and the planning of operations is 
sometimes very conservative — sometimes just the 
opposite, being short-sighted and strongly in- 
fluenced by temporary considerations. There are 
rather comprehensive official statistics relating to 
agriculture, which are partly to be found in the 
censuses of enterprises, taken every 5—7 years, 
and partly in the information about area utiliza- 
tion, numbers of livestock, production results, etc., 
gathered through the medium of random samples. 
The results obtained from the accounts submitted 
by a few thousand farms are collected and ex- 
amined by SL’s Operations Department and the 
agricultural societies, and are studied annually by 
the Board of Agriculture, while a selection of in- 
come-tax returns from farms of all sizes is assorted 
each year by the Central Statistical Office. 

However, it was clear from the very beginning 
that the Institute needed its own organisation for 
the gathering of information, and the basic material 
for this was provided by RLF’s members-register 
which, on a proposal from the Institute, was ex- 
panded to a complete register of enterprises cov- 
ering the whole of Swedish agriculture. It is of 
course recorded on punched cards and is con- 
tinuously kept up-to-date through changes being 
reported by the local departments and provincial 
associations. Although not containing personal 
particulars, it includes information relating to 
ownership, acreage, etc. The farms to be used for 
an investigation are usually selected with the help 


of the Institute’s master sample, which makes it 
possible, in a flexible way, to take random samples 
of varying sizes. RLF’s register has, during recent 
years, been frequently utilized both by government 
authorities and by private individuals — it was, 
for example, used as a basis for the 1956 agri- 
cultural census. 

Experience has shown that the falling-off in 
replies when a postal inquiry is being conducted is 
often very inconvenient, while direct personal in- 
terviews, on the other hand, give a high percentage’ 
of answers. But this latter method is, of course, 
very much more expensive. By an agreement with 
RLF, a contact man for the Research Institute is 
appointed every year within each of the organisa- 
tion’s local departments, which number about 
2,300. He assists voluntarily with the collecting 
and completing of data, and it is thanks to this 
service that we seldom receive less than 90 per 
cent of the replies from a postal survey. The more 
exacting type of interview inquiry must, however, 
be made by specially trained interviewers. 

The Institute does not have its own punched 
card department but utilizes the services of RLF 
or private bureaus. The excellent instrument pro- 
duced by the register and the contact man or- 
ganisations is administered by the Statistical De- 
partment, but is used by all the other departments 
too. The Institute has also, through its Statistical 
Department, carried out various assignments at 
the request of the Government, but a precondition 
of such undertakings has always been that the 
investigation in question must have an obvious 
connection with one of the Institute’s own research 
projects. 


II. The Department for price calculations and 
estimations of production costs 


The work that is done in this second department 
is directly related to that which was formerly 
carried out within SL’s Research Department, and 
therefore a considerable proportion of those calcu- 
lations which form the basis of the farm prices 
review are done here. These latter are mainly cal- 
culations of a cost-index for agricultural produc- 
tion as a whole. The income figure for the base 
year is then calculated by reference to the cost- 
index and compared with the figure for the cur- 
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rent year. The Government’s experts in this field 
are responsible for these calculations. To a great 
extent a division of work between the State Agri- 
cultural Marketing Board and the Agricultural 
Economics Research Institute has been made, 
both of these bodies having many representatives 
amongst the above-mentioned experts, so that the 
Board’s Research Department attends to the in- 
come side while the Institute is concerned with the 
cost side. The results are, of course, examined by 
both organisations. It would seem that both sides 
consider this form of cooperation, which is a most 
unusual one of its kind, to be very useful, and it 
now proceeds quite frictionless. 

Furthermore, the department deals with a con- 
siderable proportion of the farm prices reviews 
which are based on the results gleaned from the 
books of account, these estimates now being, from 
the point of view of price policy, the most im- 
portant gauge of agriculture’s earning capacity. 

Comprehensive work concerning the costs of 
production of certain agricultural products has also 
been conducted in this department — partly in 
close collaboration with the State Agricultural 
Marketing Board. 


III, The Department for investigations into 
earning capacity and rationalisation 


If the second department is mainly concerned 
with the economic development of the agricul- 
tural industry as a whole, the third department is 
devoted to a study of the conditions pertaining to 
the individual farm. Here it is a question first and 
foremost of analysing the factors that influence 
earning capacity, such as, in particular, the size 
of the farm, the use of different factors of produc- 
tion, as well as the effects of mechanisation and 
rationalisation. During recent years the object of 
studies has been the farmers’ planning techniques 
on the many small farms, and particularly the 
possibility of finding simple calculating methods in 
order to guide them in the drawing up of a pro- 
gramme of operations. 


IV. The Department for political and social 
questions relating to the agricultural industry 


This department studies particularly questions 
concerning the position of agriculture in the eco- 


nomic life of the country and the social conditions 
of the agricultural population. The standard of 
consumption, indebtedness and saving, provisions 
for old age, rural problems — all of these are 
included in its activities. For a few years a quali- 
fied sociologist was a member of its staff, an ar- 
rangement which seems to have been very con- 
venient. 


V. The Department for forestry problems 


This department was first set up in 1956 and it 
is not yet fully completed. As is well-known, about 
half of the forests in Sweden are owned by private 
individuals, the majority of whom are also farmers. 
As a source of income, the forests have become 
very important, whether it is a question of cutting 
in one’s own or working in someone else’s, — in 
fact they are of crucial importance for, e. g., the 
standard of living of the agricultural population 
in Norrland (the northern half of Sweden). The 
combination of farm and forest has both its ad- 
vantages and its disadvantages, and it is of con- 
siderable importance that research which takes 
full consideration of the technical and economic 
development in both agriculture and forestry is 
done in this field. Work up to now has primarily 
been concentrated on the employment problems of 
the agricultural population in the backwoods. 


The initial personnel was mainly transferred 
from the Research Departments of SL and RLF, 
but the number quickly rose and since 1952 the 
Institute has normally had a staff of about 30, of 
whom 12—13 have had an academic education. 
Recruitment of the research staff is sought not 
only from amongst those who have specialised in 
economics at the Agricultural College but also 
from amongst students at other colleges and at 
the universities. The costs of the Institute’s ac- 
tivities have, during recent years, amounted to 
about Kr. 700,000 per annum, but in this figure 
compensation for investigations which the Institute 
has been requested to make has not been included. 
As a rule, the results are published in the Institute’s 
series of reports, of which there are now over one 
hundred, and partly in a series of publications, 
which up to the present time consists of three 
numbers. On top of this, very comprehensive 
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works concerning the system of price-fixing, etc., 
have been published as supplements to the public 
investigations. . 
Five masters’ theses have so far been completed 
at the Institute and two more, as well as a doctor’s 
thesis, are at the moment under preparation. 


Some important results of research 


A retrospective survey of the work that the 
Institute has published up to the present time — 
and practically everything completed has also been 
published — most likely gives the impression of a 
certain degree of diversity. This is due in some 
measure to the very wide field of research that the 
Institute is trying to develop, and also to the acute 
necessity of carrying out detailed investigations in 
connection with price negotiations and with the 
head organisations’ activity. The Institute will, 
presumably, always make objective investigations 
even if pure theoretical or methodological studies 
both can and should be included in its activities. 
The survey of the economic conditions pertaining 
to Swedish agriculture, which has been occupying 
the Institute up to now, should most probably also 
be able to provide a starting point for really basic 
research. 

If we first of all look at the industry as a whole, 
we find a considerable amount of work relating 
to cost development in agriculture, which is largely 
accounted for in the farm prices reviews and 
printed as supplements to the respective proposi- 
tions. Attention has particularly been paid to the 
effects of the mechanisation of productive proc- 
esses. A near enough complete survey of machine 
purchases is carried out every year amongst sellers, 
and this material has made it possible to follow 
the increase in the number of machines as well as 
their division into various types, and to calculate 
depreciation and maintenance costs. Such an in- 
vestigation shows that mechanisation, at least up 
to the time of the inquiry, had been a very profit- 
able business and, furthermore, it had made 
substantial areas available for saleable production 
— land which had hitherto been used for the 
growing of fodder for horses. The stock of horses 
has actually been analysed several times at the 


request of various government committees and it 
has been possible to advance prognoses considerably 
more certain than before through detailed studies 
of their age-distribution. At the moment, the stock 
of horses is only about 40 per cent of what it was 
in 1939, while the number of tractors has in- 
creased sevenfold. ‘The consequences of this in the 
event of our oil supplies being cut off are obvious. 

A typical feature of agricultural development is 
that the manufacture of the means of production 
as well as the processing and sale of products have 
all been transferred to cooperative enterprises and 
other branches of industry. But also a good deal 
of genuine farm work — ploughing, spraying of 
vermin, harvesting — is to an increasing extent 
done by entrepreneurs, so-called “machine sta- 
tions”, or by various kinds of joint machine 
holdings. These conditions have been studied many 
times and the results published in, inter alia, the 
Institute’s series of publications. 

The earning capacity of farms as a function of 
their size, concentration of production and use of 
productive capacity has been especially investi- 
gated and described in “Studies in the Develop- 
ment of Swedish Agriculture’s Earning Capacity 
during the 1940s”, which is also included in the 
Institute’s series of publications. A more funda- 
mental discussion on the practical use of cost anal- 
ysis has been presented in a number of reports 
from the year 1953. The possibilities of using so- 
called “linear planning” in the same way have also 
been analysed with particular attention being paid 
to the margin of error in the results, and in this 
connection electronic data processing was em- 
ployed. 

The wealth and amount of indebtedness of the 
agricultural population was the object of a govern- 
ment investigation in 1932, which, when the Insti- 
tute was set up, provided the most up-to-date 
available information. On a recommendation from 
the Institute, the Central Statistical Office carried 
out, in 1952, a widespread random sample survey 
in cooperation with us, and this work has since 
been used and expanded here. The credit market 
for agriculture has also been analysed. 

The structure of enterprises and its development 
have been subjected to an extensive investigation 
within the Industrial Institute for Economic and 
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_ Social Research. The prognoses put forward re- 


lating to the number of enterprises are built up 
principally on the population statistics. Within the 
Agricultural Economics Research Institute ihe 
problem is being tackled from a different angle, 
that is to say, through direct studies of the changes 
in the area of agricultural estates and the causes 
of these changes. Certain selections of farms are 
followed up by frequent inventories. In this con- 
nection I should perhaps mention the inquiry that 
was made into farm rents, which for the first time 
gives a comprehensive picture of the level and 
conditions of rents in Sweden. It has showed, inter 
alia, that the farmers’ knowledge of the special 
legislation regarding the so-called “social rent’ is 
very imperfect. 

The consequences for agriculture of the Govern- 
ment’s social measures and their income-redistribu- 
tion effects have also been studied, and an inquiry 
is now being conducted into the provisions for old 
age amongst the agricultural population — which 
will, at the same time, throw some light on the 
effects of the new pension reforms. The material 
is in part obtained from interviews with retired 
farmers. 

To the sociological field belong those surveys 
which have been carried out into the farmers’ 
economic transactions and the factors influencing 
them. Amongst other things, the agricultural so- 
cieties’ consultative and instructive activities have 
been studied through interviews with officers of 
the organisations. 

The volume of labour in agriculture is especially 
significant as long as the system of price-fixing ior 
agricultural products is based on the farm prices 
reviews, in which labour costs are of considerable 
importance. With the aid of random sample in- 
quiries, which are taken by the Central Statistical 
Office, and by utilizing certain results obtained 
from the accounts, one can to some extent follow 
the development — but it would be very desirable 
to have something similar to the U. S. A.’s Labor 
Force-investigations. The Institute’s many years 
of field work in Ostergétland and VaAsterbotten 
have shown how such investigations can be made 
at a reasonable cost and yet with a sufficient degree 
of accuracy. 

For the use of interested parties, surveys of the 


agricultural industry’s position and tendencies for 
development both at home and abroad have been 
made within the Institute on many occasions. In 
this respect I can mention the tabulated groupings 
of the type “Swedish Agriculture in Figures and 
Diagrams” — a work which has also been trans- 
lated into English and German and which has 
been found very useful. An extensive report setting 
out the principles of equality of incomes in agri- 
culture as compared with other industries, ac- 
cording to the decision of the Riksdag in 1947, 
and of later modifications of this decision, was 
published after the 1956 price negotiations. The 
Institute has also published a rather detailed 
review of the Government’s measures for the 
benefit of forestry. 

Finally, it may be mentioned that we are at the 
moment cooperating with the National Institute 
of Economic Research and the Industrial Institute 
for Economic and Social Research in the compila- 
tion of an input-output table for Swedish industry, 
as well as with the Board of Agriculture and the 
National Board of Private Forestry in an investiga- 
tion of special problems relating to forestry. 


Some reflections on research in the service 


of an interest organisation 


If, by research, we mean the methodical pro- 
curation and classification of data and their logical, 
objective interpretation, then the Agricultural 
Economics Research Institute is a research institute 
in the real sense of the word. However, the costs 
of its activity are provided by organisations with 
economic interests and the research workers them- 
selves often have a personal and emotional attach- 
ment to the agricultural industry and the farmers. 
How is objectivity influenced by these factors? 

As far as the costs for the research work are 
concerned, an approximate limit is fixed before 
the beginning of the budget year. These funds are 
set aside independently of the programme of work 
and its details. They are granted therefore for the 
work as such. The choice of a subject for study 
rests entirely with the Board, and this consists 
solely of officers from the respective organisations. 
Even when discussions have arisen quite naturally 
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concerning this work when the grant was being 
considered by the contributing organisations’ 
Board, no pressure at all from the top administra- 
tion within the agricultural organisations has been 
exerted in connection with the voting of these 
funds for research work. In fact, just the opposite 
has happened in that possibilities have thereby 
arisen for the work to be expanded beyond the 
scope of the original plans. On the other hand, 
criticism has been directed against the Institute 
on many occasions, and especially against its Head, 
for not having always represented the “real” in- 
terests of agriculture. It has not yet dawned upon 
these critics that a research organisation which 
does not aim at rigorous objectivity would very 
soon find that the opponents of agriculture in 
negotiations would lose all confidence in them, 
and that agriculture’s own representatives would 
be on very uncertain ground if the Institute’s in- 
vestigators tried, on their own initiative, to give 
the results the appearance that they believed their 
principals wanted. Yet no support has ever been 
forthcoming from the organisations’ administration 
for any attempts to censure the Institute’s officers. 
Moreover, certain investigations and statements 
can of course be subject to legitimate, pertinent 
criticism. The conception of the Institute as a 
negotiating organisation is presumably due to the 
fact that certain of the Institute’s members are as 
a rule present when the negotiations are under 
way, but it is of course absolutely out of the ques- 
tion for them to participate in favour of any party. 

Those risks which often accompany non-ob- 
jectivity are, or so it would seem from our ex- 
perience up to now, of no consequence as far as 
the Institute is concerned. In such a case, criticism 
from certain quarters amongst politicians and 
farmers soon has exactly the opposite effect than 
was intended and always leads to increased atten- 
tion being paid to the investigators’ integrity. A 
greater danger probably lies in the more un- 
conscious effects of the environment in which in- 
vestigators employed by the research department 
of an interest organisation find themselves. The 
close and friendly contacts with the representatives 
of the agricultural industry produce personal and 
emotional ties with that industry. Arguments for 
the benefit of farmers at the expense of other 


groups come up for discussion much more often 
and more easily than those in the opposite direc- 
tion. It is easier to see the positive features than 
the negative ones in the organisations’ policy. It is 
easier —- and more convenient — to praise than 
to criticise. 

All this makes it difficult for one to imagine a 
system in which all the facts and information, 
which underlie negotiations, could be obtained 
from the organ of one party, however independent 
they are considered to be. This probably applies 
just as much to a government organisation which 
is adopting the role of a negotiating party. It is 
most likely that the exceptionally secure conditions 
of employment that a civil servant enjoys make 
him a priort more able to resist pressure on his 
opinions than a person in private employment. 
But he can not get away from those environmental 
factors influencing those who jointly have to 
protect a common interest, and the fact that in 
his case it is what we call “society’s interests” that 
he is protecting is probably of minor importance. 
“Society’s interests” is such a comprehensive and 
vague concept. History has taught us that some of 
the most outrageous crimes have been committed 
in its name. Moreover, even the large interest 
groups, perhaps to a greater extent than one 
usually imagines, are most likely conscious of the 
importance of looking at their problems bearing 
in mind the broader consideration of “society’s 
interests”. 

Perhaps one is inclined to ask oneself whether 
the fundamental research work for, e. g., agri- 
cultural policy, should not be done within a com- 
pletely independent organisation, such as a uni- 
versity, where independent investigators, high above 
the trivialities of compromise, could outline the 
society of tomorrow and with sublime objectivity 
indicate the way for prosperity. To this it can, 
inter alia, be replied that even a university man 
is only human, and he can therefore hardly avoid 
a certain subjectivity when it comes to a practical 
weighing-up of the relative merits and demerits of 
the arguments and facts put forward by different 
interest groups, as well as the fact that even such 
a fine theoretical system may usually be modified 
in order to meet concrete reality. There probably 
lies very much in the notion that the work of 
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research and investigation has direct contact with 
the problems of the day and with those people 
who decide how the future shall be shaped. Does 
one not gain through this a higher tempo of 
activity generally, but above all an effective distri- 
bution of those eternally scarce resources to the 
weakest sectors? Due to the fact that every party 
has its own investigation and research activity 
upon which to base its opinions and statements, 
problems are elucidated in more detail and more 


comprehensively, and through judiciously planned 
cooperation, the research organisations can avoid 
any unnecessary duplication of effort. Furthermore, 
economically well-equipped research units are 
thereby established which otherwise would perhaps 
never have come into existence and which never- 
theless can devote substantial time and considerable 
resources to those broad fields which are only of 
limited general interest. 
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THE ECONOMIC SITUATION 


The economic situation in Sweden deteriorated 
in certain respects from 1957 to 1958. In 1957 the 
national income rose by 4 per cent; in 1958 it is 
estimated to have remained virtually unaltered. 
Industrial production shows the same trend. The 
causes of this recession can be found on the home 
market as well as in the demand from abroad. It 
may be that the capital investments rose more 
rapidly from 1957 to 1958 than in the immediately 
preceding year, but the increase in consumption 
slowed down. Besides, there has apparently been a 
substantial depletion of stocks. Further, exports 
and imports fell by 2 per cent, in terms of fixed 
prices, from 1957 to 1958. However, the trend of 
prices in foreign trade during 1958 has been in 
Sweden’s favour, and this has helped to strengthen 
the foreign exchange reserve. The falling-off in 
demand between 1957 and 1958 has led to a de- 
cline in industrial employment by one to two per 
cent. 

Unemployment has been, on an average, 40 per 
cent higher than in 1957. In December, however, 
it amounted to only 3.3 per cent of the total 
number of workers insured against unemployment. 
These averages are to some extent misleading. In 
the past year certain industries and certain parts 
of the country have suffered more severe stresses 
than at any previous time in the post-war period; 
this applies particularly to Norrland, where lay- 
offs have occurred amongst forestry and other 
workers. In order to alleviate the unemployment 
cropping up in various sectors of the economy a 
number of employment stimulating measures have 
been taken in different fields. In addition to emer- 
gency works, grants to aid the transfer of workers 
and wider scope for retraining, Government orders 
have been allotted to certain firms hit by the reces- 
sion. Further, a number of the investment funds 
which were paid into the Treasury by the com- 
panies in the preceding boom period have been 
released. The economic policy has, on the other 


hand, only in a minor degree aimed at stimulating 
the demand as a whole, though this has in some 
measure been achieved by abolishing the invest- 
ment duty at the turn of the year 1957/58. More- 
over, the enforcement of the more rigorous regula- 
tions for the valuation of commodity stocks, which 
were to take place in 1959, has been deferred until 
1960. The credit market became increasingly easier 
during the autumn through the large-scale addi- 
tion of liquid funds, whereas a heavy shortage 
characterized the capital market, as in previous 
years. 

The main feature of the international economic 
development during 1958 was the recession that 
set in along parallel lines in Europe and the United 
States in the autumn of 1957. In the United States 
there was a very rapid falling-off in production 
and employment up to April 1958. This was largely 
caused by a liquidation of stocks and a decline in 
industrial investments. For some months after that 
up to August there was a rapid recovery on a broad 
front. The subsequent upswing took place at a 
much slower pace and not without setbacks in 
certain sectors. Among other contributory causes 
were strikes in the automobile industry. One re- 
markable feature of the United States’ business 
decline in 1957/58 has been that her imports have 
on the whole been kept up at their earlier level 
while the exports have gone down in value by 17 
per cent. 

The economic situation in Western Europe has 
apparently not yet reached its lowest point. In 
conjunction with the seasonal decline the heaviest 
stresses are likely to arise during the winter of 


1959. This prospect applies primarily to such coun- 


tries as Great Britain, Belgium, Sweden, Norway 
and Finland. Western Germany, on the other hand, 
has not suffered any major interruption in the 
growth of her production in the course of 1958 
and may perhaps expect a more rapid rise during 
1959. In all these countries, however, some in- 
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dustries, particularly the steelworks, coalmines and 
the textile industry, have experienced marketing 
difficulties that have led to a curtailment of pro- 
duction. 

In Great Britain both national income and in- 
dustrial production have gone down during 1958. 
The decline has hit practically every branch of 
industry with the exception of the automobile 
works. Housing construction has slowed down. 
There has been a heavy liquidation of stocks. Other 
investments, on the other hand, have risen only 
slightly more slowly than in 1957. Both private and 
public expenditure on consumption have continued 
to increase. On the other hand, exports and im- 
ports alike have declined, but the foreign exchange 
situation has improved thanks to the heavy fall in 
import prices. Employment went down by one or 
more per cent in consequence of the lower business 
activity. The number of unemployed during the 
autumn was nearly twice as high as in 1957. 
Nevertheless the percentage of registered unem- 
ployed in November was as low as 2.4. Since the 
domestic price level has to some extent been stabi- 
lized, the possibilities for the Authorities to pursue 
a less rigorous economic policy without giving rise 
to an immediate further run of inflation have in- 
creased. Besides increases in credit facilities and 
grants-in-aid to the more under-developed terri- 
tories within the Commonwealth, the domestic 
demand is also being stimulated by easier hire- 
purchase terms, lower interest rates and a relaxation 
of the rules governing writing-off on private in- 
vestments. 

West-German industrial production was 2.8 per 
cent higher during the first ten months of 1958 
than in the same period of 1957. The slowing-down 
of the economic development that has been re- 
corded also in Western Germany appears to have 
been checked, as is indicated, i.a., by the rise of 
nearly 4 per cent in her industrial production in 
October compared with a year earlier. Behind this 
expansion lie rising exports and increased public 
expenditure, primarily on defence. In contrast to 
the position in Great Britain, housing construction 
is growing. Industrial investments in machinery 
have been going up, whereas that sector’s invest- 
ments in buildings show no rise. This may indicate 
that the primary aim is now to rationalize the 


utilization of existing machinery. Employment in 
September was a good 2 per cent higher in 1958 
than in 1957. At the same time the number of 
those out of work was somewhat reduced. 

World industrial production (outside the Soviet 
area) from the first half of 1957 to that of 1958 
showed a decline. This was entirely due to the 
North American 10 per cent fall in output. The 
Latin-American production, on the other hand, 
remained unchanged in the first quarter and was 
only slightly less in the second quarter, This applies 
as well to important parts of Asia and Africa. A 
rise is noted for Western Europe, though it was 
insignificant during the second quarter. Thus, a 
recession has hit the entire world outside the 
Soviet sphere. This is probably due in part to the 
economic factors in the respective countries having 
at the same time been subjected to the same ex- 
ternal influences, generally of a political nature. 
This has apparently resulted in some synchroniza- 
tion of the economic development. ‘To some extent, 
however, the recession seems to have spread via the 
foreign trade. Some excess capacity in the countries 
producing raw materials contributed to the fall 
in their export prices by, on an average, 7 per 
cent from the second quarter of 1957 up to the 
same period of 1958. The volume of their exports, 
on the other hand, remained more or less un- 
changed, whereas the industrialized countries had 
to register a fall of 5 per cent in their export 
volume and a 3 per cent decline in their export 


prices during the same period. While the industrial 


countries experienced employment difficulties on 
account of excess capacity and lower exports, and 
the previous rapid rise in revenues ceased, the 
foreign exchange position of the countries pro- 
ducing raw materials weakened on account of the 
deterioration of the balance of payments on current 
account. This is likely to lead to the industrial 
countries’ gradually finding it more difficult to 
obtain a market for that part of their exports 
which normally goes to the raw-material countries. 
It is, however, an open question whether a rapid 
upswing in their trade with each other in the 
course of 1959 will be able to outweigh this adverse 
development. The industrial countries have, how- 
ever, sought to avoid reducing their exports to the 
raw-material countries by granting credits on an 
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increasing scale. These credit facilities have been 
given in the form of extensive aid measures, as in 
the case of India and Turkey, or else in the form 
of larger export credits granted for a term of five 
years or, in some cases, longer. Sweden has hitherto 
lagged behind in this respect. 


Production and employment 


The expansion which has characterized the 
Swedish labour market throughout a number of 
the post-war years was succeeded in the course of 
1957 by a state of balanced stagnation. In 1958 
this development has been followed by a setback. 
The number of employees in industry, forestry and 
agriculture has gone down and only certain services 
and building and constructional activities which 
have been stimulated in various ways have man- 
aged to absorb a part of the man-power which has 
thus become unengaged. Both export and home- 
market industries have experienced a falling-off in 
demand, and while in more fortunate cases this 
has merely entailed that orders in hand have been 
worked off, in some branches of industry and for 
certain companies it has already involved the ne- 
cessity of curtailing production. 

In industry the level of production during the 
first ten months was on an average as high in 
1958 as in 1957. The capital goods industry has 
registered, on the whole, as large a production 


Foreign Trade (Million Kr) 
(Current 3-months averages) 


A Imports 
B Exports 
C Import surplus 


Source: Board of Trade 


during each of the three first quarters of 1958 as 
in the previous year. ‘The consumer goods industry, 
on the other hand, shows a strong downward tend- 
ency; after having been 3 per cent larger in the 
first quarter, the production turned out to be 2 per 
cent less in the second and 4 per cent less in the 
third quarter. 

Employment in industry was, on an average, 
barely 2 per cent lower in the first ten months of 
1958 than in 1957. For September this implied that 
industry gave employment to between 20,000 and ~ 
25,000 fewer workers. 

The trend of production in the branches of in- 
dustry devoted mainly to exports has been some- 
what diverse. The timber industry, for instance, 
has throughout produced more in 1958 than in 
1957, notwithstanding a heavy fall in exports. This 
is due in part to the stocks in hand, which at the 
end of 1957 were low, now having been built up 
beyond the normal volume. The output of the pulp 
industry has been on an average 6 per cent lower, 
and that of the paper industry 2 per cent lower 
than in 1957. In these three industrial groups a 
risk is foreshadowed of a decline in production 
and employment for the winter half-year of 1958/ 
59. Their demand for timber for lumbering has 
fallen off. This has led to reduced employment 
in the forest industry estimated at approximately 
10,000 workers during 1958 as compared with 
1957. During the winter months of 1958/59 em- 


Price Trends in Foreign Trade (1949 = 100) 


A Export Price Index 
B Import Price Index 


Source: Board of Trade 
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ployment is expected to be lower than in the 
preceding winter. In the northernmost provinces 
alone some further thousands of workers are likely 
to be laid off. 

Like the pulp industry, the formerly highly ex- 
pansive mining industry has felt during 1958 the 
effects of a decline in the export demand. While 
the volume of exports has gone down by 16 per 
cent on an average for the year, the production 
of iron ore has declined by only 5 per cent. Never- 
theless, production has shown a rapidly falling 
tendency. Compared with the corresponding period 
of 1957 it increased during the first quarter by 2 
per cent and dropped by 3 and 10 per cent in the 
two following quarters. In October it was down 
by 20 per cent as compared with October 1957. 
The employment figure has declined during 1958 
and this tendency can be expected to persist. 

The engineering industry has likewise been hit 
by the business recession. The falling-off in demand 
is likely to have been as heavy on the export 
markets as on the home market. The several years 
of expansion enjoyed by the shipyards has ceased 
and employment during some of the summer 
months was actually lower than in 1957. The rest 
of the engineering industry has recorded, on an 
average, 2 per cent fewer working hours in the 
year under review. 

Employment in the shipyards depends both on 
their new construction and on repair work. It is 


Ship-Building (1 000 gross tons) 


Under Construction (the curve) 
Deliveries (quarterly figures) 


Source: The Swedish Shipbuilding Association 


mainly the latter that has declined and has caused 
some lay-offs. New production, on the other hand, 
has increased at the same rapid pace as in 1957. 


Vessels under construction (gross tons) 
Changes in per cent compared with the preceding year 


For registration 


All vessels in Sweden abroad 
1957 1958 1957 1958 1957 1958 
31/3 +31 +17 +13 +3) +44 4 9 
30/6 +26 1+ 34 +91 +58 + 3 418 
30/9 +23 +21 +88 + 38 + 1 +410 
31/12 +26 + 76 ee + 5 


The great number of workers additionally taken 
on at the shipyards during 1957 were evidently 
employed primarily in the production of vessels for 
Swedish shipowners. 

During 1958 there was once more a rise in the 
output of vessels for export. The proportion of 
vessels in building for export during the greater 
part of 1956 was over 70 per cent, in 1957 it 
remained at about 60 per cent and during the first 
three quarters of 1958 it was 61, 53 and 56 per 
cent respectively. The share of exports on the order 
books has ranged around 63—66 per cent during 
the past three years. This implies that in 1956 the 
yards worked off their export orders quicker than 
the home-market orders, but since then the position 
has been reversed, the stock of orders for export 
being reduced more slowly than that for the home 
market. Moreover, it is clear from the composition 


Labour Market Situation 
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A Employment in industry 
B Total unemployment 7 
C Changes in unemployment since a year ago (in per cent) 


Source: Labour Market Board 
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of the booked orders that the share of exports has 
increased somewhat between 1957 and 1958. As 
the supply of orders coming in during 1958 was 
extremely small, the orders in hand as a whole 
have diminished by between 20 and 25 per cent. 
They are probably sufficient at present for about 
two or three years’ production as far as the big 
shipyards are concerned. So long as there are no 
cancellations there is not likely to be any falling- 
off in the export of vessels. 

As to the rest of the engineering industry, in- 
coming orders during the period March—August 
were 10 per cent lower in 1958 than in 1957. As a 
consequence, the orders on the books have declined 
by 20 per cent. It is the electrical engineering 
works and the steel and non-ferrous metal manu- 
facturing industries that have been hardest hit by 
the decline in export orders. 

Of the home-market industries only the food 
group has been able to expand its production, 
although at an increasingly slower pace. The textile 
industries, primarily the rayon silk and woollen 
branches, have cut down both production and 
employment during the year. In a number of cases 
this process has taken the form of a close-down. 
The number of employees in textile firms fell by 
about 5,000 between 1957 and 1958. The leather 
and shoe industry cut its production by 7 per cent 
in the first three quarters of 1958 as compared with 
the previous year. 


Deposits and Advances of the Commercial Banks 
(Milliard Kr.) 


A Advances 
B Deposits 
C Advances + Cash, Treasury Bills & Bonds 


Source: Banking Inspection Board 


Of the home-market industries otherwise, the 
dealers in building materials have found their 
business increasingly stimulated by the expansion 
of constructional activities. 

In fact, the building and constructional trades 
have been the only expanding sector outside the 
public sector. Housing investments including repair 
and maintenance are estimated to have gone up 5 
per cent in volume since 1957, while industry’s in- 
vestments in buildings and factory establishments 
and also machinery are likely to have been 10 per 
cent higher. Power companies made far heavier 
investments in 1958 than in 1957. Investments in 
the merchant fleet are estimated to have risen by 
15—20 per ‘cent, those of public enterprises and 
the State’s investments in highways by 7—8 per 
cent. Investments in agricultural machines and 
private-owned transportation (excluding the mer- 
chant fleet) have declined. 

The total volume of gross investments in build- 
ings and factory establishments has increased by 
7 per cent and in machinery, apparatus and means 
of transport by 5 per cent, which is more than had 
been expected. 

The number of employees in controlled building 
activities rose by 12,000 from August 1957 to 1958. 
Less than one-third of this rise was due to housing 
construction. Taken altogether, this branch em- 
ploys about 38 per cent of all those engaged in 
controlled building activities, while one-third are 


Share Index 


A Home Market Industry 
B Other Industry 
C Banks 


Source: Skandinaviska Banken 
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distributed equally over construction works for 
industry, power and light plants, also schools, 
churches etc. The total cost of the establishments 
under construction in the month of August rose 
from 1957 to 1958 by 20 per cent. That portion of 
the costs which up till then had not been utilized 
went up by 32 per cent. This implies that there was 
a far greater reserve of uncompleted work in the 
autumn of 1958 than in the year before. A large 
part of this reserve consisted of dwelling-houses 
under construction. The fact of building operations 
having been started earlier in 1958 and on a larger 
scale is likely to lead to a higher level of employ- 
ment in that branch in the winter of 1958/59 than 
in the preceding winter; this, however, is subject 
to one reservation, namely that the development in 
that section of the building trade which is not 
controlled may show a different trend. 

There have been, on an average, 40 per cent 
more unemployed this year than in 1957. During 
the last quarter the difference was actually still 
greater, viz. 44 per cent. The development is shown 
in diagram on page 39. There is, however, a geo- 
graphical distortion, in that some counties in Norr- 
land and Bergslagen, and also Smaland, record a 
higher volume of unemployment than the rest of 
the country. Nevertheless, the registered unemploy- 
ment — 3.3 per cent in December 1958 — implies 
a low level as compared both with other countries 
and with “normal” inter-war years. The breakdown 
of the unemployment figures by branches gives a 
fair reflection of the trend of employment in those 
branches. Taken as a whole, unemployment com- 
prises not only those groups which are laid off on 
account of cuts in production but also potential 
workers just entering the market. These latter are 
computed to have amounted to about 28,000 in 
1958. In fact, a large proportion of the unem- 
ployed consists of young people without jobs. In 
part, this unemployed group is not registered. 
Probably, too; there has been “hidden” unemploy- 
ment in the form of a smaller supply of female 
labour. A further result of the lower level of em- 
ployment has been that certain categories of for- 
eigners working in Sweden — mainly from the 
neighbouring countries —- have preferred to return 
home. It is regrettable if Sweden is going to export 
her unemployment in this way, though this flex- 


ibility in the supply of manpower is naturally an 
advantage to the Swedish economy. 


The development of prices 


The international prices of raw materials, 
which dropped by about 15 per cent in 1957, have 
remained appreciably firmer during 1958. The raw 
materials price index published by Moody (United 
States) and that issued by Reuters (Great Britain) 
have fluctuated less than 3 per cent around the 
January 1958 figures. 

The wholesale price index has fallen by 2 per 
cent during 1958. This decline is entirely attribut- 


able to non-processed goods, primarily agricultural . 


products, solid fuels (a 12 per cent fall between 
December 1957 and June 1958), pig iron and 
ferro-alloys (a 19 per cent fall between December 
and July). 

The consumer price index continued to rise 
rapidly up to April 1958 and was then 6 per cent 
higher than a year previously. Since then the index 
has been firm. This is the longest period of price 
stability registered since 1954. ‘The change in prices 
during 1958 refers almost entirely to alcoholic 
beverages and tobacco, the prices of which went 
up in February on account of the higher indirect 
tax. Owing to the rapid rise in prices in 1957 up to 
February 1958 the price level advanced by 4 1/2 
per cent, on an average, from 1957 to 1958. 


Foreign trade 


Between 1953 and 1957 the volume of exports 
increased by 38 per cent and the volume of im- 
ports by 45 per cent. This development was ac- 
companied by a moderate rise in prices of 5—6 
per cent. In spite of the rapid expansion of exports 
the import surplus during this period went up from 
Mill. Kr. 500 to 1,500. 

Towards the end of 1957 this expansive develop- 
ment came to a halt. During the last quarter the 
volume of foreign trade was as large as in the same 
period of 1956. As from the third quarter import 
prices fell and the terms of trade improved. The 
value of both imports and exports went up 10 per 
cent in 1957, and consequently also the import 
surplus. 


tp 
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In 1958 the volume of foreign trade declined. 
Exports and imports were on an average 2 per 
cent lower than in 1957. The fall in import prices 
continued, and as from the first quarter the export 
prices also began to go down. Since the fall in 
prices during the first three quarters of 1958 was 
more rapid in the case of imports than in that of 
exports, the terms of trade have steadily improved. 
To judge from the most recent price quotations, 
however, a turning-point has been reached in that 
they have begun to fall more rapidly for export 
goods than for import goods. The value of exports 
was 5 per cent and of imports 6 per cent lower 
during the period January—October 1958 than in 
_ 1957. The development indicates that the down- 
ward movement has been checked after the rapid 
decline in January—August. 

The reduction in the volume of exports can be 
traced to nearly all the more important commodity 
groups, the heaviest being registered for timber 
products (a 25 per cent drop between January— 
October 1957 and 1958) and for iron ore (16 per 
cent). 

While the timber exports (seasonally adjusted) 
fell most rapidly in the spring, the iron ore ex- 
ports have shown a gradual deterioration in 1958. 
Considering the importance of these two commodi- 
ty groups in the total exports their decline is quite 
sufficient to account for the entire contraction of 
exports. 

Pulp exports had already in 1957 met with 
growing marketing difficulties. The situation wors- 
ened in the spring of 1958; nevertheless during 
the third quarter the volume of exports exceeded 
that of the preceding year. The export of machin- 
ery and instruments, on the other hand, suffered a 
sharp fall in the third quarter (by 20 per cent since 
the same period of 1957), after having gone up at 
the beginning of 1958. Machines for building and 
constructional work were mainly responsible for 
this sudden reversal of the position. Higher ex- 
ports are recorded for means of transport, notably 
vessels and automobiles (+ 10 per cent) and also 
for farm produce, which rose by 22 per cent. 

The 2 per cent reduction in the import volume 
may be traced equally to the lower import figures 
for solid fuels and commercial iron and _ steel. 
Certain signs indicate that the depletion of stocks 


that took place in 1958 has touched bottom and 


_that the import of a larger volume of these goods 


may be expected in the future. The import of 
means of transport fell off in 1958 owing to reduced 
purchases of vessels and aircraft, whereas private 
car imports went up. Other commodity groups 
showed only minor changes. 


The distribution of foreign trade by countries 


Approximately one-third of Sweden’s exports 
were sold during the period 1955—57 to the six 
countries of the Common Market and a good third 
to “The Outer Six” (i.e. Sweden, Great Britain, 
Switzerland, Austria, Denmark and Norway). Of 
the remaining third, one half went to the “raw- 
material countries” in Africa, Asia and South and 
Central America, and one half to the United 
States, Canada, Australia and the rest of the 
countries in Europe. 

The Six States in the Common Market have 
taken the following share of the Swedish exports 
(in per cent) : 

1936-38 1950 1956 1957 1958 (I-H1T) 
30 28.7 33.9 33.0 = Hb! 


The increase from the inter-war period up to 1956 
was mainly due to the Benelux Countries and 
France having taken a considerably larger share 
of the Swedish exports. Western Germany’s share 
has gone up throughout the post-war period but 
has not yet reached the 16—18 per cent which the 
German Republic took before the war. However, 
the German share continued to rise, although 
slowly, in 1957 and 1958 also, while at the same 
time the Benelux Countries and France consider- 
ably reduced their shares. 

Swedish imports from “The Six” represented the 
following proportions of the total imports (in per 
cent) : 

1936-38 1950 1956 1957 1958 (I-III) 
34 28.2 40.0 39.3 41.5 


The Benelux Countries mainly account for the in- 
crease from the inter-war period up to 1956. The 
West German share of the Swedish imports has 
gone up uninterruptedly during the post-war years, 
and strikingly so in 1958. 

It may be worth while to study Sweden’s foreign 
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trade from the Common Market angle of ap- 
proach. If the reciprocal trade between the Six 
States is deducted, it appears that Sweden accounts 
for about one-fifth of that Union’s imports from 
the rest of Europe and buys about 17 per cent of 
its exports. Thus Sweden holds a relatively strong 
position among the Union’s European customers. 
However, the bulk of “The Six’s” external trade 
is conducted with extra-European countries. Of 
the Common Market’s total imports from the out- 
side world Sweden supplies only 4 1/2 per cent, 
and of its exports Sweden buys 6 1/2 per cent. The 
following tabular presentation of the stated per- 
centages indicates the relative importance of the 
trade for each respective area. 


aie a ae *“Real”’ Baris tela 
per cent of ae foreign The Six in per 
the gross | nent Of trade1in cent of each 
national ek foreign Pe cent party’s “real” 
product readle of GNP foreign trade 
(GNP) Exports Imp. 
Sweden 20-22 a 20-22 33 40 - 
The Six’? 20-22 28 15 67/,, “421, 


1 Total exports or imports minus the reciprocal trade. 


The foreign trade may be said to have the same 
position relative to the national product for the 
Common Market’s Six States, on an average, as 
for Sweden. Through the abolition of the tariff 
walls between “The Six” hardly a third of the 
foreign trade will become duty-free trade within 
the market. The Common Market’s exports to 
Sweden correspond to about 1 per cent of its na- 
tional product. Sweden’s exports to “The Six”, on 
the other hand, represent approximately 7 per cent 
of the Swedish gross national product. The dif- 
ference is still wider on the import side. About 0.7 
per cent of the Common Market’s national product 
is used for purchases from Sweden, whereas about 
8 per cent of the Swedish national product is used 
to pay for imports from “The Six”. 


The Swedish foreign exchange reserve 


During the past few years the Swedish foreign 
exchange reserve has been of the order of Mill. Kr. 
2,500—3,000. By comparing this reserve with the 
current import figures we can get some idea of 
Sweden’s liquidity. Between 1956 and 1957 the 


foreign exchange reserve rose on an average by 7— 
8 per cent and the value of the imports in the 
same period by 10 per cent. Between 1957 and 
1958 the reserve went up by only 2—3 per cent, 
while the import value fell by 6 per cent. Thus the 
liquid holdings of foreign exchange deteriorated 
somewhat from 1956 to 1957, improving after that 
up to 1958. Ever since 1956 the composition of the 
foreign exchange reserve has been satisfactory from 
the viewpoint of liquidity, as most of it has con- 
sisted of gold and dollar assets. 

The decisive factor in gauging the requisite size 
of the foreign exchange reserve is, of course, how 
far it suffices to cover the outflow of exchange of 
a temporary, seasonal or cyclical nature. There is 
a regular drain on the Swedish foreign exchange 
reserve every spring in conjunction with seasonally 
low export earnings. In the period 1953—1958 the 
reserves have fallen by, on an average, 12 per cent 
from the peak level in December—January to the 
bottom level in April—May. In 1956, however, the 
decline was as heavy as 17 per cent. In 1958 it was 
11 per cent. 

It is possible that the present business recession 
will give rise to foreign exchange difficulties over 
and above the seasonal vicissitudes. In the autumn 
of 1958 the reserve was built up more rapidly and 
to a higher level than in earlier periods — and that 
during a year in which the volume of exports fell 
more than the volume of imports, and revenues 
from shipping went down 17 per cent (in the first 
three quarters of 1958 compared with the same 
period of 1957). During the same year, however, 
Sweden’s terms of trade were 1 per cent more 
favourable than in the preceding year, while at the 
same time an influx of capital — in the form of, 
inter alia, commercial credits — of the order of 
Mill. Kr. 300—400 contributed towards strength- 
ening the foreign exchange reserve. A deteriora- 
tion in the Swedish terms of trade by one or two 
per cent, a continued decline in the volume of ex- 
ports more rapid than that in the volume of im- 
ports, a continued decrease in the shipping com- 
panies’ revenues and a turn of the tide of com- 
mercial credits etc. are factors of such an im- 
minence and magnitude that the present foreign 
exchange position cannot be said to give full con- 
fidence. Nevertheless it is to be observed that these 
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factors of a cyclical nature are not likely to have 
time to influence the foreign exchange reserve to 
their full extent before the seasonal low point is 
reached in May 1959. The effect of any possible 
strains on the economy may be counteracted by the 
seasonal upsurge during the summer and autumn. 


Foreign exchange reserves (mill. kr.) 


1957 1958 

The Riksbank 30/9 31/12 30/9 31/12 
Goldie rte vite 1,214 1,134 1,053 1,053 
Wollarsies sneaks ein 1,205 1,193 e375 1,386 
EPU currencies .... 25 93 19 21 
Other currencies .... — 50 — 59 — =— 15 

Total 2,394 2,360 2,447 2,445 
Commercial banks...... 313.) 2478 425 

Total 2,807 2,838 2,872 


The credit market 


Fluctuations in business conditions usually have 
an impact on all the various sectors of the 
economic system. The recent business recession is 
thus discernible on the commodity markets, the 
labour market and in the trend of foreign trade. It 
might reasonably be assumed that economic fluc- 
tuations would also affect the credit market. How- 
ever, the changes caused by the development of 
business conditions are far less easily discernible 
on the credit market than on other markets. This is 
due to the credit market’s being simultaneously 
influenced by many diverse factors, and a shift in 
business conditions has to do with factors exerting 
an entirely different impact on the credit market. 

The credit market is being constantly affected by 
changes in the liquidity condition of banks and 
enterprises. During the first half of the year there 
is a regular diminution of the commercial banks’ 
liquid assets. The reason for this is partly that 
remainder tax and supplementary tax amounts are 
paid in during the first half-year, causing a cash 
surplus on the Operating Budget, and partly that 
there is a seasonal decrease of the foreign exchange 
reserve up to May. During the second half-year 
the sequence is reversed: a cash deficit on the 
Operating Budget, a rising foreign exchange re- 
serve and accumulating liquid assets. These varia- 
tions in liquidity, which are most clearly observable 
in the commercial banks, affect business firms also. 


The banks’ liquid holdings accumulate through 
firms’ depositing the surplus liquid funds they have 
received by way of export revenues or disburse- 
ments from the State. Consequently an increase in 
the commercial banks’ liquidity is generally tant- 
amount to an increase in business firms’ liquidity. 
When firms’ liquid assets decrease in the spring 
their need for credit is increased, and, inversely, 
they are able to reduce their credits as soon as 
their liquidity increases in the autumn. 


Changes in the commercial banks’ liquid assets and loans 


Mill. kr. 1956 1957 1958 
Jan. July- Jan- July— Jan-— July— 
June Dec. June Dec. June Nov. 
Liquid assets —840 +555 — 60 +990 -—760. +904 
Loanisene are +331 —223 +499 —311 +4743 + 80 


Note. The term “liquid assets’? means net sight balances 
in the Riksbank + Treasury bills + short-time bonds. 


Apart from the effect of changes in the liquidity 
conditions on the credit volume the need of credit 
may rise for a variety of reasons. During periods of 
expanding economic activity the demand for 
business credits and credits for the formation of 
capital usually increases and the commercial banks’ 
lending tends to rise. Yet even a recession may in- 
crease the demand for credit. When sales fall off 
or an estimated increase in sales discontinues, the 
manufacturers often have no time to adjust their 
production downwards sufficiently rapidly (or for 
social reasons perhaps do not wish to do so either). 
The result will be a piling-up of stocks of finished 
commodities. During this first phase of a recession, 
the credit requirements thus increase in order to 
finance the accumulated stocks. Moreover, firms 
may have engaged upon investments which, when 
the calculated sales revenues do not materialize, 
have to be financed by means of additional credits. 
This is probably what the shipping companies have 
experienced in 1958. For these reasons an expan- 
sion of credit is, paradoxically enough, attributable 
sometimes to a rising and sometimes to a declining 
turnover. If the recession persists, then the need 
of credit diminishes accordingly as the enterprises 
endeavour to reduce their stocks. If there is a 
protracted recession, their investments will likewise 
be on the down-grade, thereby reducing the need 
of credits for capital investments. Should however, 
the recession be unevenly distributed and only 
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gradually spread to the different business sectors, 
it may take a long time for such tendency towards 
a lessening of the total credit demand to arise. 
Besides, the development on the credit market 
depends on what enterprises are adversely affected 
by liquidity changes on account of the market 
fluctuations. If the involuntary accumulation of 
stocks occurs mainly in firms holding substantial 
liquid assets when conditions begin to change, the 
stock accumulation and contracted investments can 
be financed by the firms’ drawing on their bank 
balances. If their liquid assets are low at the outset 
of the change in conditions, then the recession will 
lead to an increased credit demand. 

The past year’s credit development has moreover 
been influenced by the abolition of the ceiling 
on bank advances in July 1957. It is difficult to 
gauge the effect which this measure may have had 
on the volume of credit, but part of the abnormally 
heavy increase in advances that occurred in 1958 
was probably due to that circumstance. 

The commercial banks’ average advances last 
year (up to the end of November) were a good 4 
per cent higher than in 1957. This is the heaviest 
increase recorded since 1954. 

The cause of this upward trend in the advances 
is a combination of the three above-mentioned 
factors: the liquid assets development, the recession 
and the abolition of the loan ceiling coupled with 
the shortage situation on the capital market, which 
has had the result that the commercial banks have 
satisfied a portion of the demand for loans which 
should normally have been covered by long-term 
borrowing. 

During the first half of 1958 the liquid assets in 
the banks were reduced by Mill. Kr. 760 as com- 
pared with a reduction of only Mill. Kr. 60 in 
1957. The chief reason for this immense difference 
was that the Operating Budget showed a cash 
surplus of Mill. Kr. 1,360 in the first half of last 
year as against Mill. Kr. 545 in 1957. In fact, 
practically the entire increase in advances in 1958 
took place during the first half of the year. How- 
ever, the falling-off in liquid assets does not ade- 
quately explain the heavy increase in borrowing 
that took place. The reason both for this and for 
the advances not having fallen off as a conse- 
quence of the heavy increase in liquidity that oc- 


curred during the second half is probably the reces- 
sion. A break-down of the credits granted to dif- 
ferent sectors lends some support to this belief. 


Classified distribution of bank credits (mill. kr.) 


N 958 Changes since 
ov. 1958 May 1958 Nov. 1957 


ANGUISERY aesar ies Sent eae 2 310 — 25 + 124 
Trade and services.......... 2 676 + 76 + 161 
Transport and communications 501 + 40 + 107 
Insurance and firance ...... 235 — 31 — 19 
Municipal enterprises ...... 159 + 23 + 26 
PARTICWULOLE hire iene Sens ie 432 + 6 — 2 
Busine ee... see ea oe ces 1 341 — 39 + 151 
Housmp credits eprn.. ese. fe 2576 + 121 + 37 
Personal and sundry credits .. 858 + 46 + 68 


Total 11 088 +295 + 653 


Between November 1957 and November 1958 
the commercial banks’ total credits went up by 
Mill. Kr. 653, i.e. by 6.3 per cent. A large propor- 
tion of this increase is referable to branches of 
business which have been comparatively hard hit 
by the recession. The rise in industrial credits since 
November 1957 was entirely accounted for in the 
spring of 1958, 60 per cent thereof having been 
granted to the mining, metal and engineering in- 
dustries, and also to the forest industries. The bulk 
of the increased credit to trade and services is re- 
presented by larger credits to the car trade. This 
must be viewed in conjunction with a substantial 
building-up of stocks and increased sales credits 
in that branch of business. The credits to transport 
and communications have risen by Mill. Kr, 107, 
of which Mill. Kr. 93 have gone to the shipping 
companies. Altogether about half of the credit ex- 
pansion has accrued to sectors that have been 
particularly exposed to the effects of the recession. 

Housing and building credits are up by Mill. Kr. 
188. However, the commercial banks’ total credit 
accommodation to the housing sector has shown a 
far greater expansion. In fact, about Mill. Kr. 200 
of the bonds issued by the City Mortgage Bank in 
1958 have been retained by the banks. The increase 
of Mill. Kr. 25 in municipal credits, like that in 
housing credits, is mainly a consequence of the 
inefficient functioning of the capital market. Even 
in this field the total credit expansion is greater, 
seeing that the banks’ holdings of municipal bonds 
have increased. The rise in personal credits is no 
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doubt to be viewed as a natural rebound following 
upon the heavy restriction on these credits imposed 
during the period of the loan ceiling. 


Position of the commercial banks (mill. kr.) 


1957 1958 

Assets Nov. Dec. Jun. Sep. Oct. Nov. 
Gashis oeiiiterds 462 724 597 596 484 456 
Treasury bills... 1,223°°1,146 477 1,100) 13160) = 925 
Swedish bonds.. 3,385 2,562 3,728 3,695 4,046 4,177 
Advances...... 10,874 10,826 11,569 11,687 11,527 11,649 
Due from foreign 

banks aenenien 760--- 843" 553° 720 © = 807, 74.823 
Other assets ... 1,032 1,935 1,051 1,136 1,099 1,146 


Total 17,736 18,036 17,975 18,934 19,123 19,176 


Liabilities 
Deposits ...... 14,094 14,263 14,337 15,301 15,478 15,412 
Due to foreign 

DANKS yrsee ers SP 7315) 538) 306 92767 roi 
Reserves see. 1270) 915270 A274) 91,283 9 15283)) 15283 
Other liabilities 2,061 2,188 2,026 2,044 2,086 2,170 


Total 17,736 18,036 17,975 18,934 19,123 19,176 


The stock and bond market 


Towards the end of last year the bond market 
hardly reflected any longer the expectations of an 
imminent reduction of interest rates. Apart from 
two short-term Government loans totalling Mill. 
Kr. 434, loans for only Mill. Kr. 65 have been is- 
sued since the previous survey. One municipal loan, 
for the City of Gothenburg, could be placed at 5 
per cent interest, while a power loan, for Holmens 
Bruk, and a loan for Svensk Fartygskredit (The 
‘Swedish Ship Mortgage Bank) have both been 
issued at 5 1/4 per cent. 


Term of 
Interest Amount currency 
rate of loan in years 
percent mill. kr. (conversion 
within) 
Swedish Government ........ 41)y = 58 as 
» Pace eaacee 4 5/g 376 5 Ye 
The City of Gothenburg...... J | 20 10 
Holmens Bruks och Fabriks AB 5 1/4 15 20 (10) 
Swedish Ship Mortgage Bank,. 5 4/4 30 10 


The Swedish stock market was characterized 
during the greater part of the year by rising prices 
despite the numerous signs of weakening business 
conditions. The risk of a continuing upward move- 
ment of commodity prices is far more likely to 
have induced this rise in stock prices than the ex- 
pectations of favourable balance sheets and higher 
dividends. As earlier, real securities attracted keen 
interest, though an increasing demand for shares 
offering a better immediate yield, such as engi- 
neering, bank and insurance company shares, has 
been observable. 

How the effective yield on a selection of re- 
presentative shares has developed is shown below: 

1957 1958 
Dec, ‘Mar; Juni) Sep, ec. 


5 wood-processing companies 3.5 3.3 3.4 3.1 3.4 
2 timber and iron industries 3.7 3.6 3.3 3.1 3.1 
5 exporting engineering com- 

PAULES 4s srdishs, waiererd sierra BiB, sd” ene gel mae 
4 leading Danks” Geet eines 5.8) 5.6 (5.85) 9:4 ee 


In the course of 1958 the average level of share 
prices went up by about 20 per cent. Some groups 
of shares, such as those of the forest industry and 
the home-market industry, have lain somewhat 
above that average. In their upward trend bank 
shares have corresponded to the average, whereas 
the rise in the engineering industry’s stock did not 
go beyond 16 per cent and the steel industry’s only 
reached 6 per cent. Finally, the development of 
shipping company stock prices reflects the freight 
crisis, having risen by only 5 per cent. 

Since the preceding survey only two issues have 
been announced: 


Bonus issue: 
Stréms Bruks AB.......... 1 new share for 3 old mkr 7.5 


New tissue: 


AB Svenska Metallverken .. 1 new share for 4 old 


at Kr 130 mkr 15 
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Some Statistical Data on Sweden’s Economic Position 
I. THE RIKSBANK. (Amounts in million kr.) 
Gold and Foreign Exchange Reserves Sight Deposits 
aS  ————————————————————_ _____————— | Bonds and Re 
End - Treasur Advances ; : Thereof 
Foreign ue Circulation 
of Gold Exchange! Total Bills Total F Sar ae) 
tate 
Banks 
1938 707 750 1 457 106 50 1 061 849 418 428 
1953 1130 1 491 2 621 2 786 357 4 335 545 363 180 
1954 1 370 1 104 2 474 3 267 99 5 087 441 289 150 
1955 1 426 1 004 2 430 4023 25 5 319 747 321 418 
1956 1376 1072 2 448 4 390 21 5 598 504 260 241 
1957 1 134 1 226 2 360 5 050 89 5 840 415 273 136 
1957 | 1958] 1957 | 1958] 1957 | 1958| 1957 | 1958 | 1957 | 1958 | 1957 | 1958 | 1957 | 1958 | 1957 | 1958 | 1957 | 1958 
Jan. 1 325} 1114] 1078] 1213] 2403] 2 327| 4140] 4 761 20} 11)5 334) 5547] 470 | 317 | 291 | 277 | 175 | 38 
Feb. 1 325}1079| 1025] 1166} 2 350} 2 245|4103}4579| 20} 129)5337)5507] 373 | 201 | 269 | 159 | 931] 39 
Mar. | 1306}1052} 1157] 1203) 2 463] 2 255| 432214468] 19] 252)5271|5 443] 462 | 137 | 316] 871] 143] 50 
Apr. | 1290/1052] 1112]1179)| 2 402} 2 231 | 4326 | 4 723 18} 164] 5 359) 5533) 287 | 178 | 140 | 132 | 143 | 46 
May | 1195]1052} 1213) 1241] 2408] 2293)4411)4586|] 123) 246|5 299) 5 357] 356 | 149 | 213 | 107 | 137 | 42 
Jun. | 1195)1053} 1272) 1260) 2 467) 2 313|4493|4597| 16] 382)5461)5 513} 230 | 191 | 103 | 136 | 123 | 53 
Jul. 1 204) 1053) 1299) 1319} 2503} 2 372 | 4616) 3 772 15} 54]5 246] 5 359) 520 | 196 | 241 | 126 | 276] 70 
Aug. | 1245]1053] 1 202] 1364) 2447|2417|/4491|/3773|] 69) 42)5320)/5423) 332 | 163 | 261 | 104} 68] 57 
Sep. | 1214]1053] 1180] 1394] 2394] 2 447| 4474/3789] 112) 88)5361)5 429] 284 | 329 | 128 | 213 | 153 | 114 
Oct 1167] 1053] 1257) 1 344] 2424/2 397|4561|/3889} 16] 89|5504/5592) 130] 128| 74] 79} 53] 47 
Nov. 1173}1053]| 1183] 1382] 2356] 2435) 4477|3 869] 172| 131|5542|}5644] 113 | 112 | 49} 55] 614] 47 
Dec 1134] 1053] 1226) 1392] 2360) 2445|5050/4545| 89] 94|5840)/6059) 415 | 323 | 273 | 158 | 136 | 164 
1 Market value. — ? Net claims on foreign countries, 
II. COMMERCIAL BANKS. (Amounts in million kr.) 
Advances Deposits 
At the ; Net Claims 
End Cash = hing on Foreign Overdrafts Thereof 
of moe Countries Bills Loans and Other Total Total Shoré'Ferro 
Advances 
190 95 1 163 2705 470 4 338 4 260 1152 
3 345 95 2 568 5 566 1 798 9 932 11 839 2591 
3 049 126 2 903 5 833 2 356 11 092 2727 2519 
2 958 169 2731 305 2 444 10 530 12 609 2 422 
3 295 437 2613 5 088 2 937 10 638 13 090 2 660 
4 439 2597 5115 3114 10 826 14 263 2714 


1 Including Treasury Bills. 


2 557 2 578) 5 077) 5 088} 3 035 | 3 047 
2 547) 2 573} 5 092) 5 121} 3 039 | 3 074 
2 663) 2 724] 5 097] 5 169) 3 149 | 3 234 


2 651] 2 759) 5 073] 5 186} 3 145 | 3 257 
2 713} 2 854] 5 095] 5 214) 3 385 | 3 410 
2 728} 2 851} 5 098) 5 233} 3 312 | 3 485 


2 717) 2 880) 5 107] 5 244) 3 229 | 3514 
2 674) 2 847) 5 074) 5 271) 3 062 | 3 442 
2 676} 2 883} 5 097] 5 315) 3 166 | 3 489 


2 649) 2 817] 5 100) 5 344) 3 030 | 3 336 
2 646] 2 830] 5 088] 5 394) 3 050 | 3 425 
2 597] 2 791] 5 115] 5 498) 3 114} 3 403 


10 669)10 713 
10 678/10 768 
10 909}11 127 


10 869)11 202 
11 193}11 478 
11 137}11 569 


11 053}11 638 
10 810}11 560 
10 939}11 687 


10 779}11 527 
10 874}11 649 
10 826}11 692 


13 356|14 700 
13 502/14 798 


2 304 
2 358 


13 406]14 834] 2 302 


13 302}14 510 
12 819}14 143 
13 003)14 338 


13 843}14 821 
13 847/15 057 
13 937/15 301 


14 231]15 478 
14 094/15 412 
14 263)15 987 


2 380 
2 041 
2 296 


2 455 
2234 
2214 


2 378 
2 237 
2714 


2 338 
2 316 
2 348 


2 300 
2 AZT 
2 348 


2 202 
2 258 
2 294 


2 346 
2 168 
2 682 
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III. OTHER CREDIT INSTITUTIONS. STOCK EXCHANGE 


D it ae Turnover at the 
Saving Banks tied ark a! Yields on Bonds? | Stockholm Stock | Share index? + 
| Year Post Office Postal Exchange® 
OL ||) = on Eee al Aviles Cheque pullin: » weal len ena ea 

{Month| Deposits: | Advances? Bank? Service Govt. | Indust.| Bonds | Shares | Home | Other 
Loans Loans n- In- 

Million kr. | Million kr. Million kr. | Million kr. ies % 1000 kr. |} 1000 kr. | dustries | dustries 
| 1938 3 685 3 069 606 24 986 2,32 2,92 243 931 149 103 
1953 9 081 8 562 2 780 256 280 3,30 3,72 294 536 146 213 
1954 9 699 9 224 2 950 279 958 3,39 3,70 292 834 180 267 
1955 10 339 9 743 3118 307 522 3572 4,63 244 642 195 299 
1956 11 097 10 370 3315 338 877 3,78 4,70 433 She 176 283 
| 1957 11 969 11 152 3571 375 137 4,41 5,12 397 772 182 289 


1957| 1958 1957 1958| 1957 | 1958 | 1957 | 1958 1957|1958|1957]1958 1957|1958 1957]1958 1957|1958 1957|1958 


{ Jan. . : . - | 3464] 3 749 | 35 787] 38 320) 4,10] 4,46] 4,94) 5,32) 540 | 376} 768) 809) 177 | 185) 284} 290 
Feb. . : : - | 3485] 3 769 | 21 871) 23 596) 4,15} 4,55) 5,03) 5,33) 321 | 446) 711) 737] 181 | 183 | 291 | 293 
| Mar. |11 785/12 755}10 599/11 393} 3497] 3 784 | 38 425) 39 652] 4,18) 4,51] 4,98] 5,28) 403 | 352 )1014) 967) 182 | 185 | 296 | 300 
Apr. . . : - | 3488] 3 781 | 24 391] 27 363) 4,18] 4,40] 4,92] 5,13] 491 | 270] 830} 838) 186} 180; 303 | 290 
May . : . - | 3489] 3 776 | 40 829] 43 049) 4,20] 4,36) 4,96) 5,11] 438 | 371 | 991)1073} 183 | 179| 306 | 300 
Jun. {11 745}12 695}10 742/11 582) 3524] 3 784 | 26 501] 25 644) 4,22) 4,35) 4,95) 5,05) 441 | 531 |1083)1193) 188 | 182 | 313} 305 
Jul. . : . - | 3559] 3816 | 39 332) 41 031) 5,06] 4,29) 5,53) 4,96] 397 | 487 | 649) 974) 185] 190) 306 | 322 
Aug. . . . - | 3574] 3828] 21 812} 22 317) 4,82) 4,36] 5,28) 4,97] 306 | 294 | 602) 877) 189] 195} 310 | 326 
Sep. |11 967|12 892/10 934/11 780) 3570} 3 830 | 34 123) 36 aes! 4,41] 4,43} 5,18) 5,05} 303 | 532 | 648) 847) 183] 199} 299 | 324 
Oct. . . 3 584] 3 848 | 26 807] 27 830) 4,53) 4,32) 5,21) 5,07] 359 | 534 | 605)1095) 178 | 213 | 290 | 342 
Nov. : : 3 588} 3 858 | 37 501} 38 504! 4,53) 4,32) 5,21] 5,07) 341 | 431 | 724) 751) 177) 208] 291 | 335 
Dec. {11969 LRES2 3571] 3 861 | 27 758) 30 565) 4,53] 4,32] 5,28) 5,07] 417 | 362 | 639) 821) 175 | 213} 280 | 329 


1 At the end of each year or month. — ? Calculated on market prices at middle of months. The yearly de represent 
verages of the monthly figures. — * Averages per Stock Exchange business day. — ¢ Nom. value Jan. 1953 = 100. 


IVOTHER STATISTICALDAPA 


Wholesale Price Index 


Foreign Trad : Con- 
Year National sakantscs Production ae ele ea is inte 
or Debt' Export (+) Index rr Price 
Month Imports | Exports | or Import | 1935=100] P 2G Import | Export All Index 
Million kr. | Million kr, | Million kr,| (~) Surplus Goods: | Goods, )tacads  aan 
Million kr. 
1938 2 566 2 082 1 843 es 64 
1953 13 852 8 161 7 657 ee 128 
1954 15 059 9 192 8 196 4. 129 
1955 16 081 10 337 8 933 x5 133 


1956 16 966 11 434 10 067 139 
1957 19 095 12 567 11 062 145 


1957 | 1958 1957 | 1958 1959] 1958 1957| 1958 


Jan. |17053] 19186) 1 141) 1225} 915) 916 
Feb. | 17261}19466]1050) 955] 794) 748 
Mar. | 17 232 | 18 834] 1 052} 1 030} 803] 709 


Apr. |17515]19191]1038) 979] 869) 759 
May | 16 624] 18218} 1 122) 1 043/1 062) 978 
Jun. |16818]18362] 996) 883] 906} 990 


Jul. | 17547] 18186] 1040) 852) 955) 853 
Aug. |17806]18301| 956} 888) 878] 781 
Sep. | 17705] 18345] 998] 988/1 032|1 005 


Oct. | 18 289 | 18 928 | 1 096) 1080} 989} 975 
Nov. | 18198} 18733] 1062} 965) 952) 952 
Dec. | 19095} 19851) 1014 907 
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1 At the end of each year or month. 
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Statement of Condition December 30*', 1958 


ASSETS 
Cash in hand and with the Riksbank Kr. 206.214.000 
Bonds and Treasury Bills » 1.459.682.000 
Loans and Discounts » 2.831.657.000 
Swedish Banks 34.745.000 
Banks abroad 251.035.000 
98.786.000 
‘ 31.680.000 
» 51.422.000 


Kr. 4.965.221.000 


LEABILITIES 

Deposits: . 6 a . Kr. 4.047.060.000 
Swedish Banks and Savings Banks . . . » 50.653.000 
Banks abroad eae »  114.214.000 
Sundry Accounts ; 389.872.000 
muse (epital .. 2... Kr. 194.112.000 
Reserve Funds . . » 155.888.000 
Undivided profits 13.422.000 »  363.422.000 

Kr. 4.965.221.000 
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